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FOREWORD 

• A commercial communication ought to con- 
vey a matter politely, clearly and cogently in 
the briefest space possible. There is no doubt 
that such a communication calls for skill, and a 
mastery m it not only makes the writer succeed 
in his business but also win respect of his corres- 
pondents. . 

The scientific way in which the writer of the 
present volume has discussed the subject-matter 
will, I think, arouse a lively interest in the 
student foj; this difficult art and help him to 
acquire a mastery in it. 

The book contains much useful information 
and covers a wide field into which the business 
activities of the present day have extended 
themselves. The presentation of the subject- 
matter has been lucid and interesting, and the 
author has taken pains to introduce some inno- 
vations that are not ordinarily found m books 
of a similar type. 

I hope the book will be found useful by 
those for whom it is intended. 


Kalka Prasad Bhatnagar 
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I have long felt the need of a suitable text-book 
on commercial correspondence that may give neces-^ 
sary theoretical and practical background for a 
proper understanding of the specialities of the varied 
nature of correspondence. There, no doubt, exist 
some very good books on the subject, but my long 
teaching experience spreading over a decade and a 
half has convinced me that our students do not find 
the presentation of this subject in a way that may 
arouse necessary and abiding interest for it. For the 
most part, they, therefore, mug up certain 'Openers,*^ 
'Closers' and sometimes even the 'Context' of speci- 
men letters found in books and evidently the whole 
thing is done to clear the hurdles of examinations. 
They have neither interest nor charm ; nor do they 
fee) any necessity for devoting the right sort of 
attention to this most Important subject for a 
commerce degree. As a result of all this, most of 
the matter so crammed finds bad use full of confusion 
and misunderstanding. 

But the blame does not he wholly with the stu- 
dents. Firstly because the books available on the- 
subjcct are written by authors who do not exactly 



knos!/ the requirements of an average Indian student. 
It is, therefore, no wonder that our students may 
have some hard time with them and, at best, only tty 
to pick up tit-bits without ever caring for any kind of 
systematic study. Secondly the scanty attention as 
heretofore given by our Boards of Studies of Educa- 
tional Bodies to include this subject only for a few 
marks either under 'Business Methods' or 'Commerce' 
or even 'English' is also, to an appreciable extent, 
responsible for the apparent Indifference shown by 
the students to the study of this subject. Again, the 
rnerc mention of 'Commercial Correspondence’ under 
Courses of Studies with no precise limits for different 
Examinations— and se/uor— makes the task 
of the students and teachers absolutely vague and 
uncertain. Evidently they remain in dark as to what 
IS exactly required of them by the examining bodies. 

It is, therefore, in the recognition of the aforesaid 
difficulties that I have made this attempt. I do not, 
however, lay claim to any originality except, of 
•Course, in the manner of arrangement of the whole 
Subject-matter on a plan which, being my own, is 
■Substantially different from others. I have made a 
few departures from the accepted lines of treatment 
and these 1 found necessary for a clear exposition of 
■the subject. The whole subject-matter has been 
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The importance of Banking as a snbjSct 7off 
study to students of Economics and Commerce 
and businessmen can hardly be emphasised. It is, 
however, encouraging to find, that the subject has 
been attracting considerable attention in recent 
years. This is due, among other reasonsj to a 
recognition of the fact that a proper organisation 
of Banking and Money Market >s a sine qua non 
for the industrial and commercial development of 
India. 

There is no dearth of good books on the 
subject but most of them deal with a few aspects 
of the Problem of Banking. The average student 
has neither the inclination nor the means to bay 
a number of books. What he needs is a book, 
which offers in a short compass, a comprehensive 
^ and up-to-date presentation of the subject. 

Prof. C. P. Srivastava M. A., B. Com., of 

A»V. College, Cawnpore, has just brought out 
he Second Part of bis book ‘‘Money, Exctiange 
ind Eaninrg’’ which I have every reasons to 
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believe, will go a long 'way to remove this long 
felt want of the student. 

J welcome this latest addition to the Jiterature 
on the subject as a valuable contribution to the 
Study of Banking. The book covers a wide range 
of subjects vzz. The Theory and Practice of 
Banking, Indian Banking, and the Banking 
Ptoblems of this country, and is written in an 
attractive style and in a language which is both 
precise and intelligible. 

The book will admirably meet the require* 
ments of students of Currency and Banking. 


B- N. CHATTER] I 

M. A., B. L., 

Lucknow Head of the Dept, of Economics, 
Snd O^cher 1940, Faculty of Commerce, 

Lucknow University. 



PREFACE TO THE FIRST EDITION 

The eDcoataging response given to the First 
Part of my book on “Money, Exchange and Bank- 
ing/* by the students of both the Degree and Inter- 
mediate classes in Commerce in so short a time 
has been a source of inspiration and satisfaction 
to me. It shows that the book has met a real 
•want of the Students of Commerce and Economics, 

1 am now placing in their bands the Second 
Part of the Book dealing wjib the Theory, Practice 
and Law of Banking in India and with the various 
constituents of the Indian Money Market and the 
functions of Central Banks. I have tried to give, in 
a concise but comprehensive and easily intelligible 
•form, a lot of information, which can be obtained 
only by perusing a number of the latest standard 
works on the subject. The Practice and Law of 
Banking is a very intricate and difficult subject 
and an average student is deterred by its techni- 
calities. I have tried to present the subject matter 
in a very simple and easy style, and have throughout 
kept in view the difficulties of the average student. 

I have also discussed at length the problems of 
Indian Banking, indicated the lines of reform in its 
organisation and emphasised the needs of a suitable 
and comprehensive Banking Legislation for the 



coontry. It is the only book of its kind ^vbicb 
covers the complete course in one small volame^ 
It is soEficient for the Second Paper on Econo* 
mics for the B. A. and for the B. Com. Currency 
and Banking Papers ; and it can be very profitably 
nsed as a suitable text book on Banking by the 
students of the Intermediate in Commerce Exa* 
mirations of the U. P. and the Rajputana Boards. 

In preparing this volume) of course, I have 
consulted a number of standard and roost up to* 
date books on the subject, both Indian and foreign, 
and 1 am deeply indebted to their authors, 1 am 
indeed very grateful to Professor B. N. Chattetji) 
M. A.jB. L., Head of the Department of Econo- 
micSj Faculty of Commerce) Lucknow University, 
for his kindly writing the foreword for the book. 


C. P. SRIVASTAVA, 
M. A., B. Com. 


D. A-V. College, 
Cawnpore. 

4th October 1940. 



PREFACE TO THE SECOND ED T"N 


The wide and eticonraging response given 
to the first edition of the book has bsen a source 
of great pleasure and satisfaction to me. I have 
taken the opportunity of thoroughly revising, 
enlarging and making the book most up-to-date 
anfl compitbemive The mlToiticedby 

the present world wide war in the functions and 
working of the Reserve Bank of India have been 
incorporated and the statistics relating to various 
types of banks made as up-to-date as possible. I 
am very thankful to Mc.J. S. Bbatnagar, B.Com. 
C. A, 1, 1. B., Sir Pochkhanwala Prizeman, of the 
local Imperial Bank btaiicb for bis very kindly 
going through the parts dealing with the practice 
and law of banking and for bis valuable sugges- 
tions for improving the book. 


D. A-V. College, C. P. SRIVASTAVA. 

Cawnpore. 

I6th Sej>teniber ^42 



PREFACE TO THE THIRD EDITION 

The present edition is the oatcome of the 
popularity and growing need of the book. 

The author has revised the book on proposed 
Banking Legislation and other topics in order to 
make it up to-date, A new chapter on ‘Present 
'War and Indian Banking’ has also been added* 

We hope both the teachers and taught wiU 
find this edition more useful than the previous 
ones* 


1st June 1945. 


Publisher?* 
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CHAPTER I 

BANKS : THEIR CLASSIFICATION & FUNCTIONS 


Banks form a vital part of the financial and 
credit mechanism of the modern community. They 
are in fact the nervecentre of the business and 
financial world. They aredealersih loanable capi- 
tal of the community, purchasing it from investors 
and depositors and selling it to the borrowers, 
traders and businessmen. They also deal in credit 
or “rights to receive money” and control and 
regulate the distribution and circulation of credits, 
loans and advances ; provide facilities for the 
transfer of loanable funds from one place to 
another and from one class of people to another not 
•only within a country butalso out of it. However, 
banks are not only “purveyors of money and 
credit”, they are also manufacturers of these. 
Through notC'issue and deposits withdrawable by 
cheques they create media of exchange for internal 
circulation and through the bill market and 
discounting of bills of exchange they not only 
create facilities for foreign exchange operations 
and settlement and cancellation of international 
debts, but also effect the creation of further depo- 
sits and credit. “Banks act as agencies for the col- 
lection of savings and investments ; they create a 
part of the medium of exchange ( i. e. bank note 
and bank deposit subject to cheque 

1 Taustig ; Prineipltt ef Emnomtct, Chap, 24. 
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Bank is thus an institution that deals in money 
and credit. Usually it deals in public money and 
not its own. It has got only a small part of its 
lunds in share capital ; the balk of the funds, it 
handles, is obtained through deposits and loans from 
the public. The origin of banking has been traced 
to hoary antiquity e. g.y in India it is said to have 
been in existence as early as the Vedic times and 
it IS also said to have existed in ancient Greece and 
Rome ; but in those early times it was more of 
rooneydending than banking in the modern sense. 
The old so'called bankers were in reality not bankers 
but money-lenders and usurers who loaned out 
their surplus wealth to be utilised by others at 
exorbitant rates of interest. They made profits by 
lending their own capital and carried out only one 
side of the modern banking operations— borrowing 
and lending of money. 

Jews were the pioneers of early European 
banking. Commercial banking was well developed 
in the Italian republics of Venice, Milan, Genoa etc.^ ’ 
and the Lombard mercbantsof Italy badtbe credit 
of developing the modern Bill of Exchange which 
plays so important a part in rnodern commerce. 
Some enterprising Lombard merchants went to 
England and carried on their business in London,, 
and the famous financial centre in London is still 
named after them as Lombard Street. Before the 
Lombard merchants in England, gold-smiths and 
Jewish merchants used to carry on the business of 
money*changing and lending in the middle ages. 
By the middle of the l7th century gold-smiths began 
to receive ornaments and other valuables for safe 
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custody for which service they charged a commis* 
sion. They also lent money to the kings like the 
Shreshtkis and Jagat Seths of our own country. 
They used to sit across a bench where they carried 
on their business, and it was perhaps this practice, 
which is responsible for the modern nomenclature 
of banks. (The word bank is derived from the 
word “banco’’ i. e., a ‘bench’ and refers to the 
practice of the money changers carrying their busi- 
ness across the benches). Gradually, the gold-smiths 
began to issue signed receipts for funds kept with 
them, called ‘‘‘goldsmith’s notes’ embodying an 
undertaking to return the money to the bearer on 
demand.’’ These certificates of deposits were not 
transferable in the beginning but later on they 
began to be accepted in payment like bank notes. 
They heralded m this way the dawn of tbe modern 
bank note system The repudiation of debts by 
Charles and others in England led to the loss of 
public confidence and interfered with the develop- 
ment of investment and banking habits. Later on 
when confidence was restored money-lenders, mer- 
chants and gold-smiths gradually developed into 
piivate banking houses of repute. 

The gold-smiths found out in course of time 
that only a small part of the deposits were with- 
drawn and therefore they could ’ utilise the 
surplus funds lying idle with them in giving loans 
to people and earn something thereby. Only a 
small amount of gold could be kept to meet 
current withdrawals. This turned out to bs so 
lucrative a business that some of the enterprising 
merchants and gold-smiths began to attract 
deposits by giving small interest as inducements 
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to the depositors and issued certificates of 
deposits for them. From these humble beginnings 
gradually, the deposit banking began on a large 
scale towards the end of the 16th century id 
Italy and therefrom It spread through the efforts 
of the Lombard merchants to other places in 
Europe, In England modern banking began 
^ilh the establishment of the Bank of England 
in 1694, and it was only after 1708, when the 
issue of cotes (till then an essenital function of 
all banks) became a monopoly of the Bank, that 
deposit banking— acceptance of deposits with* 
drawable by letter at first and by bearer cheques 
later on — developed among the other joint stock 
banks of the country and by 1780 the cheque 
system bad been firmly rooted. In India commer- 
cial or jomt stock banking began to develop 
only after 1770. Butitwasouly after the appli- 
oaiioD of the principle of limited liability to joint 
stock banks in 1858 in England and in I860 in 
India that the modern joint stock or commercial 
banks began to develop on a large scale. The 
chief business of a commercial bank consists of 
lending and borrowing of money, but in addition 
to this, most of the operations of the modern 
banks consist of dealing in “rights to receive 
money” which are transferable. These are ins- 
truments of credit like bills of exchange, promis- 
sory notes, bundles, cheques, share certificates, 
securities etc. Credit is based on faith a'nd in- 
volves the element of time and plays a very im- 
portant part m the development of trade, industry 
and commerce. 

Classes of Banks There are various types 
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of banks carrying on general and specialised 
banking business e. private bankers and firms ; 
joint-stock banks, exchange banks, industrial 
banks, agricultural and land^mortgage banks, 
co-operative banks, saving banks and central 
banks. In India we have indigenous bankers and 
shroffs, mutual aid societies like Nidhies of 
Bengal and the Chetties of Madras, Post-office 
Savings Banks, Co-operative Banks, Land-Mort- 
gage Banks, Joint Stock Banks, Exchange Banks, 
Imperial Bank of India and the Reserve Bank 
of India. Sometimes the joint stock banks are 
classified not according to their functions but 
according to their mode of incorporation. There 
are some banks which are established by a Royal 
Charter or Special Act of Legislature as the Bank 
of England, Chartered Bank of India, Australia 
and China and other Exchange Banks, the Old 
Presidency Banks, the Imperial Bank and Reserve 
Bank of India. They are regulated by the pro- 
visions of their Charters or Acts and the liability 
of their share-holders is limited. Then there are 
the joint stock banks with limited liability incor- 
porated under the Indian Companies Act 1913, 
which are governed by the provisions of that Act 
in behalf of banking and by the Indian Companies 
Amendment Act of 1936 c. the Central Bank 
of India, the Allahabad Bank, the Bank of India, 
the Punjab National Bank and the Bank of 
Baroda which are known as the f‘Big Five” and 
other Indian joint stock banks. 

Bctrowing and lending are the two funda- 
IT ental operations of all binds of banks but some 



BANKING 


of them also perform specialised functions. Com- 
mercial Banks specialise in short-term credit and 
finance traders and busin^smen ; agricultural 
banks finance the agricultural operations of the 
cultivators ; Land-mortgage banks specialise in 
long-term credit especially for redemption of old 
debts of peasants and for permanent equipments on 
the farms; industrial banks finance long-term 
credit needs of manufacturers and industrialists 
for block capital or permanent equipment of the 
factories and mines and transportation companies ; 
and Exchange banks finance the export and import 
trade and international loaning operations, The 
Central or Reserve Bank is a banker’s bank) a 
government bank, a custodian of national reserves ; 
controls and coordinates the services of all other 
credit agencies and is lender of last resort'\ and 
fiscal agent to the government The savings banks 
and mutual aid societies encourage the habit of 
thrift and investment and cater specially for people 
with smaller incomes, while coopera'tive banks 
encourage the habrt of thtrft, se\f-help, vnvestment 
and banking among small traders, producers and 
cultivators and enable them to get the benefits of 
finance and cheap rates which they cannot provide 
for themselves single-handed. The private bankers 
and firms lend and borrow money, finance the cur- 
tent operations of agriculture and internal trade 
and provide facilities for the remittance of money 
etc. A detailed description of the functions of the 
various types of banks m India will be given in 
the sequel. 
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Functions and Services of Modern Banks 
The functions of a modern joint stock or 
commercial bank can be classified into four 
Sieads : — 

(a) Borrowing of money or raising of funds. 

(b) Lending of money. 

(c^ Agency business. 

{d) Miscellaneous or general utility services, 
^a) Borroioing of money : A modern banh 

raises itsjttnds mostly (f) by receiving 
money for deposits either on Fixed. 
Current, Savings Bank or Home-Safe 
A/cs. and(«V) by raising loans from 
other banks. A bank borrows mostly in 
' the shape of deposits, {Hi) hy issuing 
notes if authorised to do so and ( tv ) by 
issue of Share Capital, 

<(6) Lending of Money : (t) making loans and 
advances to the customers and the public 
on interest against marketable securities 
and collaterals ; or ( ii ) against personal 
security of the borrower, ( iVi’ ) against 
joint promissory notes or two-names 
paper ; ( ) granting cash credits and 
over-drafts to well-known and established 
customers ; and ( w ) discounting bills ot 
exchange. 

A modern bank advances money generally 
against a marketable security pledged with it, 
against the pe^rsonal credit with a second signature 
to the Promissory Note, and against the personal 
credit of the borrower's note only. In India the 
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first two types of advances are more common a^ 
against the third which prevails more in the western 
coentries. Loans and advances here nsnally take? 
three forms : Cash Credits^ Overdrafts and Loand 
(secored and tinsecored). Sonae banks here also 
advance against Land and Bnildings etc. ; against 
documents of title to goods, merchandise and life 
policies etc. Lending through discounting bills 
of exchange also, owing to the scarcity of trade- 
bills, an absence of bank acceptances, attractive 
yield of government or gilt-edged seenrities and 
the necessity of maintaining relatively a more liqoid 
position than b^nks in advanced western conntries; 
does not prevail so much m India as in the western 
countries with more advanced banking systems. 
It was expected that with the establishment of the 
Heserve Bank of India as b3Dkers> bank and with 
Its provision of re-discoonting facilities to the 
'scbednled banks, the disconnting of bills will 
become a more attractive miestment for banks 
than Government Seenrities. Inspite of the Bank, 
being there Cor nine years, however, there has 
been no fundamental change in the existing con- 
ditions. 

The borrowing and lending of money and 
credit are the prmtdpal functions of modern banks 
which they perform largely throogh deposits and 
discounts. Bat in addition to this jinking of 
lenders and borrowers of loanable funds, banks 
these days, perform many other nsefal functions 
and services which are of immense utility to their 
customers and thageneral public. These swhsttftary 
sertfees and /unctions can be conveniently grouped 
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together in two beads: agency services and mis-^ 

ceilaneous or general utility servic 

(c) Agency Servicest (t) Collection and' 
payment of cheques, bills, promissory- 
notes, coupons, dividends, subscriptions, 
rents, income tax, insurance premia and 
other periodical receipts and payments 
(tV) Purchasing shares, stocks, and bonds 
etc., on the stock exchanges and selling 
them on behalf of the customers ; 
(ttt) Serving as correspondents, represent 
tatives or agents of their customers and 
other institutions at home or abroad; 
(it?) Acting as administrators, trustees,! 
executors and attorneys and (t?) Receiving 
valuables, jewels, documents and deeds 
etc., for safe custody. 

{d) Miscellaneoue : (t) Making confidential! 
enquiries about the financial stability, 
tegrity and business'like dealings of the 
would-be customers of their own customers, 
and furnishing confidential information 
about the financial stability of their owoi 
customers. (rV) Issuing Letters of credit, 
Travellers* cheques and Circular Notes 
and Bank Drafts, and notes (if authorised 
to do so by the government). (ttV) Financ- 
ing the commerce of the country or dealing 
in foreign exchanges, (tp) Financing Joan 
operations or under-writing loans of Govern 
ment and semi-government bodies ‘ like 
Municipalities, Port Trusts, Improvement 
Trusts etc. and of corporations. Other 
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miscellaneous services are ; inculcating the 
habit of thrift and investment among the 
people, distributing loanable funds and 
capital throughout the country and mobilis 
ing it into productive channels by drawing 
out money from idle hoards and making it 
available for investments and providing 
remittance facilities and accepting bills 
of exchange. 

PZace 0/ hatifcs and banking in national 
economy ‘.—Banks play a very important part in 
the national economy of a country. Their main 
business consists of the pooling together of the 
savings of the masses into a central reservoir and 
the directing of that through small streams and 
rivulets into productive channels of agriculture, 
trade, commerce and industry. They provide 
opportunities for profitable and safe investments 
of funds by those who are able to save. They 
create a habit of thrift and discourage improvi- 
dence and extravagance. They finance the various 
productive activities. They play an indispensable 
part m mobilising capital and articles of trade both 
internal and external. Jn these days of credit 
economy they supply deposit currency in the form 
of cheques and thus help m making the system 
elastic in addition to economising the use of gold 
and silver coins. By discounting bills, promissory 
notes and other instruments of credit they further 
increase the supply of monev in circulation and 
'relieve monetary stringency They buy and sell 
stocks and shares and bonds on the stock ez' 
•changes. In fact the banks in modern times 
^provide "die We-b'iood cumTnetce and industry. 
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Banks carry on also agency business-on behalf 
of their customers ‘in collection of their dues and 
the payment of their liabilities. They supply 
information about the financial stability of would- 
-be customers of their own customers. Banks also 
act as trustees, administrators and executors. 
They issue bank notes, bank post bills, bank drafts, 
and letters of credit (ordinary and circular) circular 
notes and travellers’ cheques. They finance the 
stock exchange operations and take an active part 
in the financing of the public debts. They raise 
loans on security from central banks and thereby ^ 
strengthen their resources to finance business and 
industry. They create the machinery for the liqai-< 
dation of internationai debts by developing a bill 
market and accepting the bills as security for 
advances. Tney grant cash credits, loans and 
•advances to their customers on the security of 
mjvable propjrty or on personal security and 
sometimes they allow the accounts to be over* 
drawn by their respectable customers to help them 
tide over temporary financial stringency. Tntough 
the letters of credit, travellers’ cheques and circular 
notes and their international organisation banks 
ate able to dispense with the necessity of a man 
■carrying large quantity of money if he goes on a 
world tour. Banks also provide remittance facilities 
for transmitting money from place to place either 
within or without the country and take care of 
the valuables, jewels, documents etc., on a small 
charge. They occasionally finance the purchase 
of real property and estates. They enter into 
contracts of guarantee or suretyship and assist 
industrial undertakings. Sometimes they obtain 
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pass-ports for their castomers and deal witH their 
incoming letters, catty on correspondence ^ith the 
Income Tax aothoiities on behalf of their cos- 
tomets and pay their rents or snbscriptions. In 
short, in these days of iDdnstiial-cnm-commercial 
stage of economic development, of division of 
laboor, of large scale prodoction, and of world 
economy and world interdependence, the modern 
joint stock banks perform a host of very important 
and indispensable fnnctions and render yeoman ser- 
vices to their customers and the general public; 
A sound system of banking and credit is the 
sine qua non of modern economic development, 
A stoppage of the activities of banks for a couple 
of days will completely eclipse ibe econoroic life 
of the community to-day. 


CHAPTER II 
BANKING OPERATIONS 
Ways and Means Operations of a Bank 
The fundamental banking operations of a 
modern bank refer to borrowing of money and 
credit or raising working capital and lending of 
money and credit or the employment of its funds. 
Banks act as sopphets of currency and credit and 
they create these through deposits, and issue of 
notes ( if authorised to do so ). They have thus 
two (unctions bonovring and lending and rocnetaty 
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functions. Deposit, dtscountand issue— tljese three 
operations comprise virtually the whole of modern 
credit transactions. So far as the fundamental 
operation of borrowing or raising working capital 
is concerned it is usually done through deposits 
and issue of notes in addition to the shace*capital. 
These deposits, as has been pointed out in the first 
chapter, may be fixed, current or savings bank 
deposits. A very small part of the working capital 
of a joint stock bank is obtained through its share- 
capital. The overwhelming proportion of it is 
borrowed from the public or depositors. 

Cash Deposits Banks borrow from the pub- 
lic in the shape of deposits at smaller rates of 
interest and lend the funds thus raised at a higher 
rate and make their profits. There are two kinds 
of deposits — cash and credit or they are sometimes 
called direct and indirect deposits. Direct or cash 
deposits connote the coins, icheques, drafts, bullion 
and notes etc. deposited by pecsons or firms in 
banks who thus get claims upon the banks : or 
rights to draw upon them orders for the payment 
of legal tender money. These deposits therefore 
create demand obligations of banks, to meet which, 
they roust keep cash reserves in adequate quantities 
guided by their prudence, experience and judgment 
etc. The depositors are the creditors of the banks 
and all deposits are therefore liabilities of banks. 

*^Loans make Deposits?^ Ored\t Depositsi“~~ 
But deposits do not arise only from the receipt of 
cash etc. form the depositors. They are also creat- 
ed by banks through their lending operations. 
The larger part of the deposits in the commercial 
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banks are in the main created by these banks. 
Loans, overdrafts, cash credits and discounting of 
bills lead to the creation of credit or indirect depo- 
sits. These credit deposits also create similar 
demand obligations because they are kept in banks 
and are also withdrawable by cheques And it is 
these deposits in which banks in U. S. A. and 
England etc. deal more at present than in the cash ' 
deposits. Banks lend thexT credit through the issue 
of their notes and through deposits. When a cus* 
tomer or a businessman wants to get a loan from a 
bank he brings to it his promissory note signed by 
him alone or endorsed and guaranteed by one or 
two more persons. This note is then discounted bv 
the bank or the bank credits him with a (‘deposit’* 
of the amount less interest charged for the 
loan, and the person then has a right to draw 
cheques upon the bank as if he had actually made 
a deposit. Usually barring operations these days- 
therefore consist of the purchase of the personal 
credit of the borrower or a businessman and the 
sale of the bank’s credit to him instead oC discount- 
ing his note and creating in this way a deposit m 
his favour. Thus, we find that deposits are first 
taken by the banks from the public and then part 
of these deposits are lent out to the customers 
of the banks ; the customers then lend this 
borrowed money to the banks which in turn 
create fresh deposits. Hence, loans are the 
children of deposits and deposits are the children 
of loans. Loans and advan<»8 on security and 
collaterals also produce identical results. 

Similarly, if an overdraft is granted by a bank 
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to a customer, the latter is credited with a deposit 
of the overdraft and gets a right to withdraw the 
amount as and when he likes by means of cheques. 
Exactly the same thing happens when a hill is 
discounted by a bank. The proceeds of the bill — 
Its face value minus interest for the period of the 
accommodation at an agreed rate ate usually not 
handed over to the person or party accommodated 
but are kept in the bank to the credit of that 
party which again entitles him to darw cheques. 
Similarly when drafts, bills, pro^notes and cheques 
etc. are paid into a bank for collection, their pro- 
ceeds are credited as a deposit withdrawable by 
deposit cuirency or cheques. Hence, ‘‘Zroan^ make 
deposits'* : bank loans to businessmen and others 
create credit deposits. 

Creation of additional media of exchange'.— 
The commercial banks create credit largely by 
their loans which make deposits and these deposits 
create cheque or deposits currency which are at 
best “rights to receive money*’ or credit instru- 
ments. It is these cheques which in reality 
constitute the money of commerce in western 
countries and to some extent in India. In the 
words of Mr H. Wilbers “The money of modern 
English commerce and finance is the cheque, and 
the credit dealt in the London money market is 
the right to draw a cheque.” This credit is created 
through loans and discounts by banks to business- 
men creating credit deposits ; and it is also 
created through cash deposits. Hence, it is called 
deposit currency. 

This creation of credit deposits by banks 
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leads therefore to an increased supply of media of 
exchange. In fact in these days of credit economy 
bank deposits play a more important part in 
settling transactions and liquidating debts than 
is done by legal lender money or cash. It will 
be no exaggeration, therefore, to say that the major 
portion of the bankas operations consist of buying 
and selling “rights to receive money” or instru- 
ments of credit. Deposit currency plays a more 
important part in countries with a highly orga- 
nised money market like England and America 
but in India it is still in its infancy and, excepting 
a small minority of the educated classes, the 
majority of the population is still ignorant of the 
cheque habit. 

When a deposit is made with a bank, it 
undertakes fo honour alt cheques drawn by the 
depositor subject to there being su^cient funds 
to the credit of the depositor and the cheque 
being regular and in order. These cheques then 
circulate by endorsement and delivery and add 
to the quantity of the media of circulation. They 
relieve monetary stringency, economise the use 
of coins and replace provisionally legal tender 
money. Not only this ; when a bank grants an 
overdraft or cash credit, Uie same thing follows. 
That is to say, that amount is still withdrawable 
by means of cheques only. Tk» foans, therefore, 
of a hank create further deposits withdrawable by 
cheques, and thus inflate the quantity of credit 
instruments or deposit currency in circulation. 
If we take into account, the veiocities of circa, 
latvao, of these. depoilU. and. cheques., thea thA 
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qnantity of credit created becomes enormons. 
The deposits increase the powers of the 
costomers for more borrowings and, therefore, it 
seems as if there is no limit to the amount of 
deposit currency that banks can create, if they 
follow a liberal policy of loans and advances 
and if they are not controlled. This power of 
creating additional currency has increased im- 
mensely the authority and inHuence of joint stock 
banks m the business world. 

A joint stock bank in turn gets loans and 
advances form a Central Bank of issue against 
which it deposits the discounted bills of its 
customers with Centra) Bank as a security. In 
this uayt they open out the possibility of creating- 
a regular hill market. U the rediscounting facili- 
ties by the Central Bank are not available to the 
commercial banks they will not discount the bills 
of their customers. This is proved by the absence 
of a regular bill market in India because there was 
no central banking institution to provide redis- 
counting facilities til) 1955. This operation with 
the central bank increases further the powers of 
Commercial banks to make loans and advances 
to their customers. The ultimate result, there- 
fore, is the same, that is to say, bank deposits multi-., 
ply and cheques in circulation increase side by side 
with increased bills of exchange. The commercial 
banks also carry on the operation of financing 
internal trade and of dealing in foreign exchanges. 
In this way genuine trade bills as well as import 
and export bills ou A and B/P terms come into 
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existence and increase forther the media of ex« 
change in circulation. 

This power of the commercial banks to create 
credit and deposit cafrency is limited by the 
minimum cash reserve which they maintain to 
honour the demand obligations ( although the 
creation of credit deposits is several times more 
than the reserve ) and by the resources of* the 
Central Banks which through their open market 
operations and bank rate regulate the supply of 
credit in accordance with the requirements of 
trade. There is a close connection between the 
rate of discount and the amounts held in reserves. 

Creation of credit through notedssue : — The 
second method in which banks lend their credit 
is through the issue of notes. They increase the 
media of exchange in this way and help to relieve 
inelasticity and stringency in the money market. 
The issue of notes by a bank is fundamentally a 
creation of credit. A bank note is an instrument 
of credit, a promissory note* containing an under- 
taking by the issuing bank to convert it into legal 
tender money on demand. It is just like an ordi- 
dinaty promissory note payable to bearer and 
the property m it passes from hand to hand by 
mere delivery. Each successive holder gets tbe 
same right to demand payment of a specified sum 
from the bank in legal tender money. If the 
issuing bank is well established and enjoys a good- 
will and reputation as regards its stability, its notes 

• Tavnig “vi lank note tt a promise to pag a tpeetfttd 
sum to the hearer on drmar.d.” 
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are very likely to remain in* circulation. A very 
few of them shall be presented for encashment. 
Therefore the bank need not keep a large metallic 
reserve equivalent to the amount of notes issued. 
Such notes enjoying general acceptability form 
part of the general media of exchange and perform 
the functions of money. They replace specie, 
economise its use, save it from wear and 
tear and facilitate large payments at very cheap 
rates. The note-holder is in the same posi- 
tion as the depositor in the bank ; he is 
also a creditor of the bank and the bank has to 
provide as much for meeting the demands of one 
as those of the other* Therefore the bank’s power 
to create credit through notes is limited by the 
reserve it has to keep against the notes issued, 
*'A bank’s main business is to lend and to lend not 
its money or its capita), but its credit. This is 
what it does when it puts out bank notes. It lends 
them. It turns over to the borrower instruments 
which he can use in purchases, and these instru- 
ments circulate because the credit of the bank is 
good. The bank lends him, in other words, its 
credit, which m that form serves as well as money.’* 
Thus, a bank issuing notes is creating credit and 
providing additional purchasing power. For 
example, if the proportional .system of note issue 
IS adopted and the metallic reserve consists of 
^0% gold com and bullion, then 60% of the 
total notes issued are the additional purchasing 
power ; and as these notes are mere pVornises to 
pay or “rights to receive money”, therefore, their 
issue amounts to a creation of additional credit. In 
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recent years, there has been a tendency to deprive 
commercial banks of their privileges to issne notes 
and the work has been entrosted to a Central Back 
whose powers to create credit through the issue of 
notes are controlled and regulated with a view to 
safety, security and convertibility of notes. 

So far we have discussed the borrowing or 
ways and means operations of banks t.e.i the ways 
in which they obtain their working capital. Now 
we shall discuss their lending operations; the ways 
in which banks employ their funds. But before 
taking up the description of the various ways in 
which banks employ their funds, let us pause for 
a moment and look at the nature of banking bnsi> 
ness, a cleat understanding of which is very essen- 
tial to the grasp of the methods of employing 
funds. 

Nature of lavJfing husinese -Banking busi- 
ness consists of receiving of money and credit on 
deposit and lending it to the public for the financ- 
ing of the various productive activities of the 
community. Broadly speaking, there are two 
kinds of banking which may be called iuvestment’ 
banking and commercial banking. The nature of 
commercial banking consists of short-term lending 
and borrowing for productive purposes. It is not> 
strictly speaking a profit-making business. Self- 
seeking profiteering, and exploitation are alien 
to the proper banking business. The chief aim of 
banking is service to the business community 
and to the public in general. The inculcation of 
habit of thrift and investment, discouragement of 
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hoarding) improvidence and extravagance and the 
netting of moral standards, honesty, and integrity 
and faith, these are the watch-words of a banker’s 
doty towards the public^ As he deals mostly in 
borrowed moneyj he has a very heavy moral ob- 
ligation to utilise it in financing sound business 
propositions and in lubricating the wheels of 
ind ustry and trade by pooling together the small 
savings of the people, collecting them into a 
-central reservoir and mobilising them to meet the 
requirements of the business community. This is 
one of the essential features of a bank’s business. 
It is entirely different from mere speculation and 
jobbery. To buy cheap and sell dear is not its 
• main function. As said above; service and not 
•profit is the guiding principle of a modern hank. 

Joint-stock banking essentially consists of 
short-term borrowing and lending. It is quite 
distinct from investment and financing businessa 
To finance long-term creditwitb short-term diposits 
or to sink permanently the funds in long-term 
investments like lands and buildings, fixtures and 
fittings, plants and machinery etc. — all these are 
tab oos_and forbidden business to a commercial 
liank. The nature of bis liabilities is such that a 
banker must maintain constantly a fiuid or liquid 
position to be able to meet them'.* 

The third important feature of the nature of 
a bank’s business is that it is par excellence a 
^business based on confidence, on credit, honesty, 
integrity and reliabiUty on the one band, and 
sound ^common sense^' judgment and experience 
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on the other. To be saccessful, a bank manager 
most have a profound and sound knowledge of 
human nature. He must be a man of wider 
experience, sagacious and prudent, capable of dis- 
criminating between the false and the real. 

Fourthly, the banker must not hanker after 
higher profits and interest bu^^fter safety and 
security of his funds. Ordinarily a speculator 
runs risks ; he cares more for an immediate gain 
but not so much for security. But a banker must 
not gamble and risk like a speculator, because his 
gamble means not only speculation in the fortunes 
of others, but also their complete ruin, if hi& 
judgment is faulty. 


CHAPTER III 

BANKING OPERANIONS— (6’ont/nu?^) 
Employment of Funds by Banks 

We have seen in the last chapter that a bank 
raises its working capital partly by issue of share 
capital but mostly by deposits on Fixed, Current 
and Savings Bank- Accounts. 

The second group of banking operations 
relates to the employment of funds by banks and 
the ways in which they earn profits. Bankers deal ' 
in public money and the rights to receive money, 
and, as they deal in public or borrowed money and 
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are entrusted with the surplus funds of the public 
for safe custody and mobilisation into productive 
channels, they are the custddians of the national 
savings of the country, and therefore; they have a 
moral obligation to utilise them safely and profit* 
ably. Success in hanking depends .upon the care, 
foresight, experience ^nd judgment displayed by 
them in the selection of securities for the invest- 
ment of funds lying idle in their tills. Barking is 
unlike speculation, and service rather than profit 
is its motto. Banks must be very chary and 
cautious in investing the funds of others entrusted 
to their care so* that they do not suffer substantial 
losses, forfeit the public confidence, and involve 
many innocent investors into bankruptcies with 
their fall. 

A banker usually finds himself on the horns 
of a dilemma while employing his funds. On the 
one hand, he has to care for the safety and recunty 
of his funds, and, on the other, for his prbfits. 
Money tying in vaults or tills is idle, inert and 
unrtmunerative. It is not being profitablyemploy- 
ed and bringina an income to the banker. On the 
other hand, most of the liabilities of the banker 
are demand liabilities.which involve an undertaking 
to honour all cheques and drafts drawn by' the 
customers so long as there are sufficient funds to 
the credit of the customers and there ate no 
irregularities on the cheques. If he fails to honour 
any genuine drafts or cheques of his customers he' 
invites a run upon him, and inspite of his financial 
position being sound theoretically, he is compelled 
tQ clcsa his docirs -and declare hims^U as avs 
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insolvent, Sacb a contingency leads to a tuss of 
public confidence in the integrity and financial 
etability of banks in general, engenders a spirit of 
pessimism, depression and paoic*mindedness whichi 
puts back the clock of banking development.' 
Therefore, a banker has a greater responsibility 
on his sboulcfer than an ordinary borrower or 
debtor and to be able to meet his obligations be 
must observe certain fundamental principles which 
are the rudiments of sound banking. 

Points to ie considered while employing 
funds : — First of all to be able to meet his demand 
liabilities he must keep his assets liquid i, e., his 
assets must be easily and readily convertible into 
cash or legal tender money- Liquidity of assets 
or their easy and ready realisabiUty iitt6 cask 
is the sine qua non of hanking. He must avoid 
the locking up of hts funds in financing industries 
or investing in long-term securities or in the pur- 
chase of real States like land and building. In 
other words, he must draw a clear and judicious 
distinction between commercial and investmet 
credit. It has been well said, "o successful hanker 
is one who can draw a di^*nction between a hill 
of exchange and a mortgage.” If he invests in 
industries or in land and buildings and other 
immovable securities, bis funds are sunk perma- 
nently and they cannot be readily available in 
times of need to tide over a financial stringency. 
A prudent banker so marshalls the employment of 
funds m securities with regard to his demand 
obligations that they fall due for payment to him 
in quick succession. 
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Secondlyt he must not on any account finance 
long-term loans and credits by short term deposits; 
•and thus lock up his funds again. 

Thirdly} while employing his funds the 
banker must care for the safety and the security 
of his funds. The funds being not his own he 
•should be very cautious and prudent in selecting 
securities for investment. Self preservation is the 
first thing every body cares for. However, safety 
■does not mean that the banket should not spend 
the funds entrusted to his charge. He is not a i 
bailee who has to return an identical thing to thej 
bailor after the expiry of the term of bailment. 
If he were to do like this his business would come 
to an end, None-the-less he should take particular 
■care that he does not speculate or invest them 
nnwisely because he would suffer substantial losses 
thereby and would forfeit the confidence of the 
public in his soundness and financial stability. 
Moreover, it is extremely unlikely that all the 
’Customers will make a demand for the withdrawal 
of their funds at the same time except in a grave 
crisis, and if the banker does not untilise them 
■profitably, it shall be mere hoarding and then the 
banker may charge heavily for looking after 
•those funds. 

Fourthly, he must not identify himself com- 
pletely with any one industry or particular kind of 
business. In other words, he must not lay all his 
eggs in one basket but should spread them into as 
many baskets as can be profitably done. Moreover, 
he should not advance large amounts of money to 
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a few persons, however rich and influential they 
may be. A careful observance of these Rudiments 
of sound banking finance spell success and a failure 
to do so involves the bank into dire disaster. 

Ways of Employment 

The various ways in which banks employ their 
funds can be classified into two broad heads (a) 
N ofi~^pYofita.hle- (&) Profitable- The former refers 
to the dead stock i. e., bank premises and build- 
ings, furniture and fixtures and fittings etc. which 
the banks must have for their business, but on which 
they do not earn any profit; and to Cash in Hand 
and at the Bank or till money which the banks 
must have with them against the demand obliga- 
ttons on deposits and notes. The latter refer to 
the methods in which a banker employs his funds 
for earning profits while keeping in view the funda> 
mental principles of joint-stock banking which we 
have described above, these are Money at Call 
oc Short Notice or Demand Advances; Discount- 
ing Bills of Exchange; Investments in Slock 
exchange securities; and Loans and Advances to 
customers on personal securitiy, cash credit and 
overdrafts or on collaterals. 

Cash Reserve 

Cash in hand and at the bank comprises notes 
and coins whichare Jegaltender. Aspointed above, 
most of the liabilmes of a banker, arising out of 
the ways he obtains brs funds, are demand 6bliga- 
tions. To be able to meet the demand liabilities 
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on deposits and notes a banker therefore must keep 
with him sufficient amountof cash reserves or quick 
assests readily convertible into cash. The money 
kept in his vaults by the banker for this purpose 
is called money*'. It appears in the 

Balance Sheet as Cash tn Hand and together icifh 
the Cash at the Central Bank forms the first 
line of defence of the hanker. It is difficult to fix 
rigidly any percentage of the total liabilities which 
must be backed by legal tender money in reserve 
because the amount of the minimum cash reserve 
depends upon circumstances. It is generally left 
to the discretion and control of the bank directors 
and managers Experience has shown that a very 
small proportion of the deposits made by the cus> 
tomers is withdrawn daily and therefore the banker 
can employ the remaindermprofitable investments. 
He keeps therefore a very small percentage of 'cash 
reserve to meet his demand obligations. This 
holding IS reduced to a minimum to meet demands, 
at the counter and balances at the clearing house 
and against the contingency of a ‘run*.® 

Factors determioiog the Cash Kererve 

The amount of the reserve cannot be deter- 
mined by any rule of thumb, but it depends on the 
care, the foresight, the judgment, a nd the experience 
of the banket and on the condition of business and 
habits of the customers of the place where the 
office of the bank exists. The Chief factors^ which 

2 Taussig : Printiples of Economics Vol 1, page 342 

3 Tannan : Laio Pradtee of Banking, p 279 
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‘determine the minimum cash reserve are, as 
follows 

Development of ekeg^^e habit : — If payments 
in the locality are mostly made by deposit carrency 
i'. e. cheques so that the demand for legal tender 
money is limited, the amount of cash reserve shall 
'be smaller. On the other band, if transactions 
are carried on mostly oo cash basis, then a larger 
■reserve would be necessary. 

Devdopment of Clearing Souse System If 
the clearing house system is well developed in 
the locality so that the mutual indebtedness of 
the banks there is liquidated by cross payments, 

smaller reserve would usoally be kept by the 
banks, because such cross payments economise 
the use of currency and diminish the effective 
indebtedness of one bank to another, e. g, if a 
bank has to receive on a particular weekend day 
one and a half lacs of rupees and were required 
to pay one lac of rupees, it would be receiving 
only half a lac of rupees, the remainder one lac 
being crossed. 

Development of investment habit i— Thirdly, 
if the people of the place ate not addicted to 
hoarding, but invest all their savings in banks, 
tnobility of capital is increased, and therefore 
the constant inflow and withdrawal of funds into 
and from the banks, would lead to a smaller 
•cash reserve than would bs the case otherwise. 

Rediscounting /acififies-— Fourthly, if there is 
'well develo^isu bill market providing opportunities 
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for the investment of his fands by banker 
into disconnting bills of exchange and other inS' 
irnments of credit which are readily convertible 
into cash then by jodicions planning a banker 
would so employ his funds according to the cur- 
rency of the bills as to be able to replenish 
constantly or regularly his stock-in-trade quickly, 
and therefore he would require a smaller cash 
reserve. Further, if there is a Central Bank in the 
locality to provide rediscounting facilities to tb& 
member banks then the amount of cash reserve 
required would be still smaller because the bankers 
can depend upon the Central Bank acting as a. 
guide, friend and philosopher to them and granting 
Joans on the security of their discounted brjjs. 

Customs of trade in Hhe locality .'—Fifthly, 
if manufacturing industry is the main business, 
the turnover will be very quick and therefore, a 
bank would requite a larger amount of cash 
reserve, whereas if agriculture predominates there,, 
a small cash reserve would suffice. 

Nature of Accounts'. — Sixthly, if the accounts 
are of a very fluctuating nature as those of bill 
brokers, discounting firms etc. then a larger cash 
reserve would be required because such people] 
would withdraw large amounts of money at a) 
time when the securities ate depressed. 

Size of Seventhly, if the size of 

deposits is very large and belongs to a smaller 
number of people, then the cash reserve should be 
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large enough to meet their heavy withdrawals now 
and then. 

Other Banks' Btserves". — Eighthly, iftheother 
banks of the locality keep a larger cash reserve 
to win public confidence, then the bank should 
also have a larger reserve for inspiring public 
confidence and winning popularity. 

Legal requirements i — Ninthly, if the law 
requires that every bank must maintain a 
certain percentage of its demand and lime 
liabilities as a reserve with the central bank of 
the country, then the banks must maintain that 
ratio as a reserve Fpr example, in Denmark 
the banks are required to keep a minimum 
reserve of 10% in cash and commercial papers. 
The Central Reserve City Banks of America 
are required to keep 13% of their demand and 
3% of their time liabilities, the Reserve City 
Banks 10% and and the Country Banks 7% 
and 3% respectively as minimum reserves The 
Scheduled Banks in India are required to maintain 
5% and 2% of their demand and time liabilities as 
balances with the Reserve Bank of India with a 
view to safeguard the interests of depositors and 
control the volume of credit 

In India, as we shall see elsewhere, banks do 
not ordinarily attach much importance to the 
maintenance of adequate cash reserve and reduce 
it to dangerous limits for earning higher profits. 
The Indian Companies Act 19S6 has now provid- 
ed that every banking company, other than a 
scheduled bank, must keep l8%of its time, and 5% 
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of its demand liabilities as the minimum cash 
reserve. This has been done to ensure stability 
of the banks and to protect the depositors. 

Money at Call and Short Notice 

Next in importance, from the point of view 
of meeting the demand liabilities, to the mini- 
mum cash reserve. In order of liquidity, is 
this item in the Balance Sheet of a bank on the 
Assets side. It constitutes the second line of 
defence of the banker and appears usually next 
to the Cash in hand and at the Bank. It con- 
notes amounts of money lent by the bank to the 
bill brokers, discounting houses and stock exchange 
dealers in the money market for a couple of 
hours or a day or two, and at the most a week 
or a fortnight, at a small rate of interest. In 
the London money market the rate is usually 
This amount can be easily called back to streng- 
then the cash reserve in times of emergency. 

In India on account of the paucity of stock 
' exchanges, except in big commercial towns like 
Bombay and Calcutta, and of bill broking, there 
is very little of the capital of commercial banks 
utilised in call loans. They are known here as 
“demand advances*^ and in the absence of a well- 
organised and developed money and bill market 
they generally take the form of overdrafts and 
cash credits. These demand loans are so mar- 
shalled that some of them are maturing week by 
week and day by day and their repayment quickly 
increases the cash resourcesof the banks. Professor 
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Taussig says that these “demand loans are usually 
cold-blooded, made to any one on the deposit of 
collateral. The debtor must pay without mercy, 
when called on, and if he fails to do so, the collateral 
which he has given is sold at once,”® These 
loans are safe from the point of view of liquidity in 
normal times but in periods of panic they are also 
apt to become frozen. The larger the cash 
holdings or reserves of the banks the more freely 
they make advances and therefore there is close 
connection between interest rates and amounts of 
money held by banks. 

Discouoting of Bills 

The third line of defence of a bank is ‘‘Bills 
Discounted”. Discounting bills is a typical form 
of short'tecm loans, and most important form in 
which a bank lends without any collateral security. 
The personal security of the acpeptor and the 
drawer is the only security which the bank has 
in discounting genuine commercial or trade bills, 
and in case of first class bills this Is superimposed 
with the personal security of the bill broker or a 
discount bouse or other commercial banks. A 
banker employs bis funds in discounting bills of 
exchange by granting accommodation to bis 
customers and charging interest for the accommo* 
dation. To discount a bill ^ means to retire it 
before it is due, or to pay Us represent worth, after 
deducting interest for the uneipired period of the 


2 Principles Vol. I, Page 348. 
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bill on its amount at an agreed rate. These com- 
mercial bills serve the bank in many ways. They 
can be rediscounted readily at the central bank, 
or delivered to the creditors of the bank in lieu 
of payment, or they can be easily sold in the stock 
■exchange market, and therefore can be converted 
any time into legal tender money to meet the 
demand liability. That is to say, a genuine 
commercial bill is a marketable security, easily^ 
rediscountable or disposable. It is very liquid. 
These bills ate a very profitable, stable and secure 
form of investment inasmuch as they do not 
allow money to he idle in the tills, and are easily 
marketable without an appreciable difficulty or 
loss, and there is certainty of their payment. The 
funds in them are employed for a definite and 
short period, and, according to their tenor, the 
banker can so arrange their purchases that a 
sufficiently large number of them fall due for 
payment to strengthen his cash reserve and meet 
the demand liabilities, and at the same time enable 
the banker to earn a profit on his funds. 

Discounting bills is a very useful business 
not only to the banks but it is also very useful to 
businessmen, traders and manufacturers, as it 
enables them to replenish their stock of capital 
very quickly by discounting the bills of their 
customers and getting their present worth from 
banks and discount houses. It prevents a locking 
up of their capital, ensures quick turn-overs, and 
enables them to get more credit on their strength 
from their creditors and banks. It helps to a 
very great extent in making credit system elastic 
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and thus relieving tnonetary stringency. It U a 
very popular form of investment in western 
countries with the commercial banks. In England 
and Wales, for example in 1928, 20% of the 
total working capital of the commercial banks 
was employed in discounting bills, but in India 
hardly 2 to 3% of the total working capital of 
the joint stock banks is employed in this manner. 
In 1931, it was only 13% in case of the Imperial 
Bark of India and less than 2% in case of the Big. 
Six commercial banks of the country. In fact, 
it formed so little a part of the total working 
capital that this item is not shown separately in 
the balance sheet and is merged up with tbe^ 
demand loans and advances. Owing to the paucitjr 
of trade bills and the absence of bank acceptances, 
the banks in India do not invest a snbstanttal 
portion of their resources in discounting bills, but 
rather they employ their funds in purchasing 
government securities and treasury bills. 

(aTestmeoU 

The fourth line of defence of a banker is 
investment in stock>ezchange secnrities. They 
represent investment in government securities, 
often called gilt'edged securities on account of 
their absolnte safety and .security ; bonds, stocks,- 
and loans of semi'government bodies like munici* 
pal corporations, port trusts, improvement trusts ; 
stocks and bonds of railway and other public utility 
services companies; and shares and stocks of first 
class commercial companies and industrial corpora- 
■tiona.. 
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There are five kinds of stock»exchange securi- 
ties into which a banker usually invests his 
resources, and these aret — 


(a) Government Securities or Public Debts. 
They refer to treasury bills, loans floated 
by the Central and Provincial Govern- 
ments in India and In foreign countries 
as well as the loans floated by some of the 
Indian States. They are the safest form 
of investments and are not subject to 
violent fluctuations in normal periods. 
They command a ready sale and also 
yield a safe and fair profit and dividend. 
Banks usually prefer to invest ibeir funds 
in tbeoi] not so much for the sake of pro- 
fits, as for the sake of inspiring public 
confidence. In Indian as pointed out above, 
banks invest in government securities 
to maintain a liquid position and to 
inspire confidence tn the depositors to 
avoid a tun. But this renders a large 
amount of credit immobile, and as pointed 
by the C.B. Committee, there IS a radical 
defect in the organisation of credit in our 
country preventing a conversion of stock? 
into mobile credit ; and the Committee 
thought that this defect would gradually 
go away with the establishment of ware 
houses and of a bill market. Banks 
usually regard these securities as liquid 
but in periods of war and panic they cease 
to be so. , 
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Semi'government securities refer to the 
bonds issued by local authorities like 
municipal corporations, district boards, 
improvement trusts, port trusts, etc. as 
well as loans floated by them. Next to 
public debts they are the safest form of 
investment, as usaally the assets of these 
bodies are pledged to the securities to 
guarantee their repayment of the principal 
and the interest thereon. They are also 
easily marketable. 

Railway securities : The securities of 
railway corporations refer to the stocks 
and bonds, debentures, issued by railway 
companies either skate>owned or managed 
by limited habthty companies. Ordinarily 
the permanent way and buildings, railway 
rolling stock and materials are hypothe' 
cated to secure the advances and loans. 
If they are owned by the State, then 
the entire state property is offered as 
security and there isgovernment guarantee 
of repayment of principal and interest 
in other cases. Hence, they ate very 
safe and command a universal market 
not only within a country but even out- 
side it. They occupy a grade next to the 
semi-government securities. 

Public Utility Securities : refer to the 
bonds, stocks and shares of Electric 
Supply Corporations, Water and Gas 
Companies etc. which have a monopoly 
of supply of certain services in limited 
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areas and have valuable assets to offer as 
security. Their bonds and stocks are safe 
and come after the Railway securities in 
the grade. 

(e) Debentures, Stocks and Shares of joint 
stock corporations and companies engaged 
in manufacturing, engineering, mining 
etc. etc. In order of safety debentures 
come first, then preference shares, then 
preferred ordinary and ordinary shares 
and finally deferred shares. These indos- 
trial securities are subject to fiuctuations 
and a banker should not invest his 
resources specially in financing the per- 
manent equipment of the factories. The 
securities of the mining corporations are 
highly speculative and a banker should 
never invest m them. In case of industrial 
and trading companies* shares and stocks 
also the banker must invest very cautiously 
after considering safety, security, market- 
ability and the yield of such securities. 

These stock exchange securities may be short 
term or long term investments. Short term invest- 
ments are usually in Treasury Bills of 3, 6, 9, or 
12 months, while long term investments refer to 
loans of Central and Provincial Governments 
developmental loans and standard securities like 
3^% Government Paper in India and Consols in 
England. Treasury bills are very valuable in 
times of need because they can be easily realised 
into cash. As they are issued by the government 
cfurfng si'ack season, they provide a suitable invest- 
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ment of the idle funds of the banker, and money 
can be taken back during the busy season yrben 
these bills mature. While selecting stock exchange 
securities for investment the banker must have in 
view the following points (a) Safety and security 
of his funds; (i) Their easy marketability, (c) The 
stability of their prices; and (d) Yield, As a 
general rulej he 'should care more for safety than 
for profit. Ordinarily best security and highest 
income or profit do not go together, The better 
the security the lower is the rate of interest. 

Loans and Advances 

Still another form in which a banker employs 
his funds is the granting of overdrafts, cash credits^ 
and loans and advances against collaterals. The 
Indian Companies Act requires the classification 
of all loans into secured and unsecured and their 
separate showing in the Balance Sheet. Secured 
advances are those against which the banker has 
got a cover in the form of deposit or pledge of mar- 
ketable securities like stock exchange securities, 
bullion, goods and documents of title thereof, land 
and building and deeds of title thereof, and life 
policies etc. The rates of interest on such loans 
are usually lower than those on personal security, 
the banker is safe because be can realise the full 
amount of the loans from the collateral securities 
in the event of default or bankruptcy of the custo- 
mer, or he can repledge them with other banks for 
getting loans from them. Unsecured loans are those 
for which the banker has no cover and depends 
entirely on the personal credit of the borrower. 
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Sach ansecnred loans ate also calledclean advances 
■which ordinarily take two forms 
. (a) advances against the promissory note of 
the borrower only, usually described as 
one-name paper ; and* 

{b) advances against a two-name paper — that 
of the borrower and a guarantor or surety. 
Clean advances on the personal security 
of the borrower alone are very much 
prevalent in the western countries but not 
in India, where two-name paper and 
collateral securities are insisted upon by 
the banker. Even loans on two name 
paper form a very small proportion of the 
total accommodation allowed by the 
Indian banks because of the paucity of \ 
such papers acceptable to the banks and 
therefore the greater proportion of loans 
and advances in India are secured advances 
against land and building, securities like 
bonds and shares, and goods etc. kept in 
the bank’s godowns or borrower’s godowns 
under letters of hypothecation. Cash 
credits ace very popular with Indian banks 
and Indian businessmen ; they refer to 
loans against borrower’s promissory notes 
guaranteed by at least two sureties and 
often accompanied by pledge of stocks 
and goods etc. The borrower has the 
advantage of utilising as much of the loan 
as be likes and pays interest on that 
utilised portion only and the banker has 
the liberty to reduce or withdraw the 
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accommodation vrhen he likes to do so. 
Overdrafts are sometimes granted against 
personal security but very often agaipst 
collaterals. 


CHAPTER IV 
COLLATERAL SECURITIES 

Usually a banker does not advance money or 
grants an overdraft to his customer without obtain- 
ing a formal deposit of securities from him to 
guarantee the repayment of the money lent and 
the interest thereon. Sometimes> however, If the 
customer is a man of nnimpeacbable reputation 
and sound financial position) the banker grants an 
overdaft or makes an adi^nce on the personal 
security of the borrower and depends entirely on 
his integrity, strength of character, prompt and 
business like dealings for its repayment. But event 
in such cases to safeguard hts position he insists! 
upon the signatures of one or two independent 
sureties or guarantors on the promissory notes 
executed for the advance,' If there is a surety or | 
guarantor, in the event of default by the principal 
debtor, the banker has a claim against the surety 
or a guarantor for the satisfaction of any of his 
claims if they remain unsatisfied from the property 
or estate of the debtor. The banker believes/ 
rightly perhaps that in number lies safety. Loans j 
on such personal security are called clean advances 
or unsecured loans. 
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The security for advances to customers there- 
fore is of two types personal and impersonal or 
collateral. The personal security usually takes the 
form of a guarantee or surety-ship, bond or promis- 
sory note, and it is given by the customer or by 
a third party on his behalf. The guarantee may 
be a continuing guarantee in which case the guar- 
antor is held responsible for the fluctuating balance 
of account until the wholeof the advance is repaid; 
or it may be a specific guarantee applying to a 
certain amount or to a certain transactiou. The 
guarantee should be in writing on some noto 
or memorandum. The banker should satisfy ^ 
himself about the repaying capacity, solvency and 
reliability of the guarantor before accepting the 
guarantee and should not rely upon such guaran- 
tors whose incomes terminate by death or unem- 
ployment. On the default of the principal debtor 
the banker has the right of general lien on the 
property of the surety. The doctrine of subroga- 
tion applies to a guarantee according to which th& 
guarantor succeeds on payment to all the rights of 
the banker against the debtor. The contract of ' 
guarantee is a secondary contract. 

Impersonal or collateral security refers to 
some tangible property pledged as a cover or back- 
ing against loans, which can be disposed of by the 
bank in the event of the failure of the borrowers- 
to repay the loans promptly. Such securities stand 
by the side of the personal security. 'Loans against 
collaterals are, therefore, called secured loans. A 
collataral security ordinarily takes three forms t 
(a) Lien, (6) Pledge and (c) Mortgage. 
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(a) Lien : A banker has a general lien i. e, 
the right of retaining the secarities 
belonging to the customer in bis hands until 
demands against the customer are satisfied 
provided the securities have come into 
his hands in the ordinary course of his 
business as a banker* This right of lien 
is not created by any special arrangement 
or agreement, but is implied by the 
relationship between the banker and his 
customer. But the right of lien can'' 
be terminated by mutual agreement 
between the parties or by the existence! 
of circumstances which are inconsistent 
with the right of lien* It is merely a* 
right to retain goods or .securities and 
does not, as a rale» give any right to sell 
the relative goods or securities without 
the consent of the customer. But as a 
legally recognised custom this implied 
pledge to retain the securities carries 
with It the right to realise the securities 
after due notice to the customer for the 
satisfaction of claims. It may be particu* 
lar or general. As Co particular lien the 
securities can be retained only in case of 
the particular debt against which they 
were deposited, but incase of general lien, 
they can be retained for general balance 
of account. 

The lien extends to all negotiable securities 
like bearer bonds, share warrants, bearer coupons 
stock and share certificates, bills of exchange, pro- 
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mi&sory notes and cheqnes that come into the hands 
of the collecting banker, as well as to documents of 
title to goods and deeds of title to land and bailding. 
If the securities have come into his hands in any 
capacity other than that of a banker, the right of 
lien cannot be exercised. In other words, in order 
that the lien may be excercised, the banker mast act 
simply and solely as a banker, the securities must 
be deposited by 'or on behalf of a customer who is 
in debt, and there must be no express or implied 
contract negativing the Hen. It is clear from this 
that no lien would arise on articles expressly 
deposited for safe custody, because in that case 
they have come into the possession of a banker as a 
bailee and not as a banker. Sometimes, however 
it becomes difficult to determine a precise line of 
demarcation between the banker’s capacity as a 
bailee and his essential functions as a banker. No 
property in goods thus deposited passes to the 
bailee. He is merely a ware-houseman for the 
depositor and his liability for loss or theft depends 
on whether be is a gratuitous bailee or a bailee 
for hire. As a paid bailee the banker is bound 
•to take expert precautions against loss or damage 
to the relative goods. A failure to do so will 
constitute negligence in which case he would 
incur a personal liability to the customer. The 
banker as a gratuitous bailee is liable for loss to 
his customer if it arises from his gross negligence. 
Similarly a general lien cannot arise in respect 
of securities deposited for a specific purpose only 
Tior can it be exercised in respect of property of 
the customer which is pledged as a security for a 
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particular debt. Futtheri no lien can arise in 
respect of property \rhich conies into his bands 
by mistake. On all bills of exchange, promissory 
notes and cbeqnes, ^fhich come into his possession 
as a banker, he has a Hen. 

A banker’s general Hen ordinarily gives him 
only a right to retain the securities that come 
into his hands but in case of fully negotiable- 
securities like bearer bonds, coupons, share 
warrants to bearers, the hen of the banker implies 
a pledge conferring upon him the power to sell 
such securities and satisfy his claims without 
reference to the customer, if the latter refuses 
to pay or cannot pay the amount due by bim- 
on overdraft or loan account. But this right of 
sale does' not extend to title deeds or documents, 
of title to the goods in which case the banker 
can only retain the instruments until his demands- 
are satisfied. But even in case of the negotiable 
securities the lien would not arise if the instruments, 
are placed in the hands of a banker for a 
special purpose only. Moreover, the banker’s 
lien over negotiable securities like bills, cheques 
and pronotes will be defeated if there is some 
absolute defect like forged endorsement or the 
banker does not act in good faith Similarly a 
hanker has lien over any money of his customer 
which comes into his bands in the ordinary 
coarse of bis business. In any case, however^ 
the banker has no right of Hen on the credit 
balance of a dead customer for any overdraft 
created by his personal representative nor over the 
cte-dit halaoce or deyout account of a 

\ 
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partner in respect of a debt doe to the banker by 
the firm. 

(6) Pledge may be defined as an express or 
implied contract betvreen the creditor and 
the debtor whereby the debtor hands 
over actually or constructively goods or 
documents of title or securities to the 
creditor and leaves them in the latter’s 
possession as a security for the loan. The 
ownership of the goods remains vested 
in the pledgor or the debtor; the pledgee 
retains the possession of the security till 
the payment of the loan and can sell it 
in default. The pledge of nou'negotiable 
securities should be evidenced by a 
memorandum of deposit or charge giving 
the details of the contract etc. Hypothe* 
cation is similar to pledge but there is no 
transfer of possession of the hypothe- 
catedgoods from thedebtorto the creditor. 

(c) Mortgage means the pledge of immovable 
property like land and building as a 
security for the payment of loans. It 
may be either legal or equitahle. In a 
legal mortgage there is the transfer of 
ownership of the mortgaged property from 
the mortgagor (debtor) to the mortgagee 
(the.creditor) who gets a right to sell the 
property upon default by the mortgagor 
in the payment of interest or the instal* 
ments of the principal. On repayment 
of the loan the mortgagor gets back the 
full ownership of his property. This 
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right of the mortgagor to reclaim fall 
ownership is called his ^^eguity of redemp- 
fion”. In an eguitahle mortgage, there 
is a deposit of either title deeds with or 
without a memoiandam or there is a 
memorandam of charge without deposit 
of deed and the mortgagee gets a right 
of sale only when he obtains a previous 
sanction or order for foreclosure from 
the Court. 

Principal types of Collateral Securities 
The most popular and asual types of seenritiefr 
accepted as covers for advances are stock exchange 
securities, goods and documents of title thereof^ 
lands and buildings, and life policies. While 
accepting a collateral security a banker should 
consider the following points: simplicity of title; 
ease of transfer; reasonable steadiness of value ; 
readiness of sale ; sufficient margin for loss or 
depreciation ; absence of liability ; and safety as 
to title. 

Stock Exchange Securities 
These form a banking for the greater propor- 
tion of loans made by a banker to the money 
market, the stock exchange brokers and dealers 
etc. These are divisible into two classes : fully 
negotiable or convertible and non-negotiable or 
inconvertible. The former comprisebearer bonds, 
bearer scrips, shares and stock warrants payable 
to bearer and debentures or bonds payable to 
bearer or order. They are transferable by .delivery 
and form an ideal cover for an advance. The 
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latter class is again subdivided into two classes 
(a) Inscribed stocks and (b) registered stocks and 
shares. The inscribed stocks are those the title to 
which is evidenced by the entry in the books of 
the bank or other issuer of the stock and transfer 
thereof can be effected only if the owner attends 
in person or appoints a duly authorised agent on 
bis behalf. Begistered stocks, on the other hand,, 
are evidenced by certificates given duly sealed by ' 
the issuing body. The securityof the bank in these 
cases is either a legal transfer or an equitable 
chargej In case of inscribed stocks, ‘*tbe stock 
receipt or acknowledgment issued to the owner of 
the stock is valueless as a security, since the 
delivery thereof is not a pre*reqoisite to transfer 
of the stock.” Therefore, to perfect his title, the 
banker most gee the stock transferred into bis 
name or in the name of his nominee, by inscription 
in the books of the issuing bank. But in case 
of bearer certificates with interest coupons attached 
thereto, or registered stock certificates, it is not 
necessary to have the formality of inscription for 
perfecting the title of security. 

A legal transfer of registered stocks and shares 
in a company in the name of the bank or its^ 
nominees is effected either in -writing or under 
seal by the execution of a transfer deed ; and 
when it is sent with the certificates to the com-- 
pany, the banker or his nominee is registered as 
the bolder of the shares in the books of the com* 
pany and a new certificate is issued. A similar 
procedure is followed in case of the registered 
shares and bonds of other bodies. The banker 
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in getting his name registered and accepting shares 
as secnnty should be very careful to see that the 
transferor’s signature to the transfer deed is not 
forged and that the shares are not partly paid up} 
else he will be liable for indemnity in the first case 
for an indefinite period, and for the payment of 
calls in the second casd. 

An equitable charge may be obtained by 
<ieposit of certificates only, or by deposit of 
certificates with a memorandum of deposit or by 
deposit of the ‘cectificates with a memorandum 
of transfer and duly executed blank transfer. The 
first of these methods ts now very rare, and the 
first two methods do not give a right to the banker 
to realise the securities on default of the customer. 
The banker can, however, call upon the customer 
to execute a legal transfer and on refusal he can 
obtain one from a court for a transfer and for 
power to sell the securities. In blank transfer, 
the transfer is not complete, and, on default of the 
customer, the banker can get the shares registered 
in his own or in his nominee's name. The .blanks 
are useful in case of transfers under hand because 
they authorise the transferee to complete the blanks 
when he deems it necessary. 

Merits of Stock Exchaoge securities as a cover for 
an advance 

(1) They can be realized quickly and without 
difficulty. 

(2) Their title being clear and unmistakable 
they ate cead'fiy and unexpensive^y tramieraWe.' 
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(3) Their actual market worth can easily be 
determined. 

(4) They are less liable to violent fluctuations. 

(5) They are a trangible and more reliable 
cover against the advances of a banker. 

(6) In times of need, money can be raised on 
their security from other banks without difficulty. 

(7) If they ate negotiable securities then the 
title of the banks to them is quite free from the 
defects in the title of the offerer provided the 
banker is a holder for value. 

The chief disadvantages of these securities are:^ 

(1) The banker is called upon to pay the 
uncalled amount on the shares if they are not 
fully paid. 

(2) The banker’s right of lien might be jeo« 
patdised by the provisions of the articles of 
association with regard to forfeiture in default of 
the payment of the call money. 

(3) If the customer fails to maintain the 
agreed margin the banker may suffer a loss in 
realising them. 

(4) If the securities are not negotiable, then 
their transfer will not give to the transferee a 
better title than that of the transferor. 

To avoid these dangers, therefore, the banker 
should take the following precautions: — 

(c) He should assure that the market value 
is properly ascertained, 
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(b) that if the security offered is a share, it 
is fully paid or not. 

(c) that they do not belong to speculative 
industrial concerns. A banker should not 
specially accept as security stocks and 
shares of petty foreign governments; 
shares of mining, oil and rubber conderns 
(because they are highly speculative) and 
local shares of private companies. 

Goods and Documents of Title to Goods 
Advantages : 

1. They constitute tangible securities. 

2. They are not subject to heavy fluctuations 
in prices. 

3. They possess easy marketability. 

4. Advances on them ate made for short 
term only, 

5. They have an easy valuation. 

6. They facilitate commerce and trade in 
necessaries of life. 

Disadvantages: 

1. They are liable to deterioration and 
damage. 

2. There are tvide fluctuations in their demand 
due to fashion. 

3. There are possibilities of fraud. 

The reasons for their unpopularity in India 
are • — 

(a) Lack of adequate means of transport 
and communication ; 
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(6) Unsatisfactory conditions of law relat- 
ing to them ; 

(c) Lack of warehousing and storage 
facilities. 

‘‘General precautions to be taken by a banker” 

While accepting goods and documents of title 
thereof the following precautions should ordinarily 
be taken by the banker j— 

1. The banker should satisfy himself that 
the customer is trustworthy, honest and 
prudentand he should have an esperience 
in this line of business. 

2. The banker must have familiarity with 
the technique of different produce 
markets. 

3. Dealings should beconBned to owners or 
duly authorised agents and possession of 
the securities must be taken. 

4. He should see that the goods are neces- 
saries of life which will command a 
ready market. 

5. The goods should be properly evaluated. 
There should also be periodical revalua- 
tion of goods. 

6. Thereshoaldbehedgingofunsold stocks, 

7. He should satisfy himself that there are 
proper storage facilities m^de and there 
is the insurance of the goods pledged. 

8. The banker should have a legal posses- 

sion of the goods.. 
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9. There should be strict supervision regard- 
ing releases. 

10. In addition to these precautions the banker 
should consider also the following 
points 

(a) To ascertain the contents of the packages 
he should also ask for the certificates of a 
reliable packer or depute a responsible 
representative to supervise the packing at 
the expense of the borrower. 

(b) He should take all the copies of the 
bill of lading to avoid delay in delivery 

(o protect hroiscif against fcaad^ 

(c) He should see that there are no oppressive 
clauses in the bill of lading oc charter 
party, 

(d) He should get the bill of lading endorsed 
in blank by the consignee to avoid the 
liability for the payment of the freight, 

(e) He should get the insurance policy of 
the goods and not the broker’s note. 

(f) When he has to part with the B/L. 
or the goods without the receipt of the 
amount due from the customer, it is 
essential that be should get a trust receipt 
signed by the customer agreeing to hold 
the goods or their proceeds in trust for the 
banker so long as the whole amount is not 
paid off. The banker should be very care- 
ful in patting with title deeds of property 
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even for a short while withoat the clear- 
ance of the advance against them. 

The documents dealt with are : — 

B/L,, R/R.j D/W. Warehouse-keeper’s 
K^ertificate and Delivery Orders which are usually 
liypotbeeated against advances. 

Lands and bnildiogs as collaterals : Demerits 

1. There are many legal or customary hin- 
drances in the transfer of property. 

2. Heavy expenses of legal mortgages impair 
the financial strength of the customer. 

3. Inconvertibility into cash is their chief 
defect. 

4. The determination of title is a very difficult 
and complicated affair. 

5. Their valuation is difficult. 

6. The fulfilment of a host of formalities 
before the estate can be disposed off causes 
delay in realisation of securities. 

7. The banket has to undertake repairs and 
find out tenants. 

<8. Divergence between the costs of securities 
and their market values introduces further 
complications m valuations. 

■9. A rich variety of land tenures entails the 
taking of costly expert legal advice and 
introduces further complications and 
technicalities. 



BANKING 


Life policy as security for au advance: Merits 
I It is a security which increases in value as 
time goes on with the added advantage 
that the full sum assured with bonuses is 
payable on the happening of death or 
attainment of a certain age. But while 
accepting it the banker must take the 
following precautions:-— 

(i) That the premia are properly paid 
up and that the future premia 
shall be paid regularly to keep the 
policy in force. 

(li) That the age of the assured sl/onld 
be admitted by the company, by 
separate letter or by indorsement 
on the policy because without it a 
considerable delay nil! follow ii> 
searching for the proof of age. 

(ill) In case of a policy in the name of 
a woman since married a certificate 
of marriage should also be taken. 

(jv) The surrender value of the policy 
should be ascertained from time to 
time from the insurance company, 
(v) Whether the policy is whole life or 
endowment; the latter is preferable, 
(vi) Whether the policy contains special 
conditions or restrictions which 
may reduce its value as a security. 

II A life policy as a security avoids the 
necessity of proving the right of a 
mortgagor and a mortgagee. • 



COLLATERAL SECDRITIES 


55 


III It can be assigned by a banker to a third 
party for secarity of an advance. 

IV No question of expensive litigation arises 
in proving the title as it is in the case of 
the immovable property or their sale or 
mortgage, 

Disadvantages 

1 As a contract of assurance is a contract of 
good faith between the company and the 
assured and there is a possibility of the 
company avoiding its liability, If all the 
material facts have not been disclosed by 
the assured at the time of the assurance, 

II The company may also avoid its liability 
if the the assured commits suicide or dies 

. by the hands of justice. 

III If the policy is taken out by the assured 
to provide for his wife and children it 
may not be good for the banker’s reputa- 
tion in the business to claim the proceeds 
of the policy in the satisfaction of his 
debt. 

JV The value of the policy depends on con- 
tinuity of the payment of the premia 
so that a default in the payment of the 
premia may deprive the banker of his 
cover unless, he pays premium himself 
and adds to the debt. 

V If the policy has been taken not by the 
person assured but by a third party, it 
shall be void as a wager unless the third 
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party has an insurabie interest in the life 
of the assured.* 

The banker most bear in mind that assign- 
ments of insurance policies take priority in accor- 
dance with the dales of their execution and not 
according to their dates of registration with ‘the 
insurance companies. Therefore to avoid falling 
victim to a fraud in advances against life policies 
the banker should insist apon getting a declaration 
at the time of tne assignment of the policies to 
it, that the policies had not already been assigned.^ 


CHAPTER V 
BANKER AND CUSTOMER 

It is fairly difficult to define accurately as 
to what constitutes a banker because there is no 
legal definition. The English Bills of Exchange 
Act 1882 states that “a banker includes any body 
of persons, whether incorporated or not, who 
carry on the business of banking” but curiously 
enough it nowhere defines what is the business of 
banking. Leading banking authorities, however, 
like Dr. Hart and Sir John Paget have attempted 
to give a precise definition of the term banker 
and their definitions bring out clearly the funda- 
mental feature of the business of banking. Accord- 
ing to Dr. H. L. Hart “A banker is one who, in the 

2 For a dttaiUd diteussion of thesi ihinps refer to 
J'annan’s or Davart Lato and Practice of Banking, 

2 Banking Frauds sn India hg Sooalker p 2S 29 
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ordinary course of his business, honours cheques 
drawn upon him by persons from and for whom 
he receives money on current account.” It is 
evident from this definition that the banker means 
a person who receives money on deposit with* 
•drawable by cheques on demand. Mere dealing 
in money and credit without receipt of deposits 
withdrawable by cheques will not necessarily 
•entitle a person to be called a banker. The 
■borrowing and lending of money and dealing in 
•credit, for example, are done by money-lenders 
and bill-brokers but they are not bankers. Sir 
John Paget makes it still more clear when he 
says, “It is a fair dsduction that no person or body 
•corporate or otherwise can be a banker who does 
not ( a ^ take deposit accounts, ( ^ ) take current 
accounts, (c) issue and pay cheques and (d) collect 
cheques crossed and uncrossed for his customers.” 

The Indian Compains Act 1936 gives a still 
more comprehensive definition of banks and 
hanking business : "A banking company means 
A company which carries on as its principal 
business the accepting of deposits of money on 
current account or otherwise subject to with- 
•drawal by cheque, draft or order” and which carries 
on in adiition a host of other business which 
Sec. 277 of the Act describes in 17 articles.® 

To conclude then, a banker means any per- 
son, firm or joint stock company which receives 
deposits and undertakes to pay them back by 
means of cheques. 


^Rifer to Apendix A 
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A ‘customer’, on the other hand, means a 
person or firm or insUtotion or company having 
an account in a bank in \rbich sums of money- 
are deposited and out of which money can 
be drawn without previous notice by means 
of cheques. It means “a person who has some 
sort of an account with a banket”— deposit or 
current account. 

The customer may be a person, firm or joint 
Stock company, club, society, association, com- 
mittee, union or local authority. The contractual’ 
relation and the legal rights and obligations 
arising therefrom necessitate the safe>guarding of 
his interests by the banker.* Before opening an- 
account for a personal customer the banker must 
undergo certain preliminaries and make necessary 
enquiries with regard to the status, financial 
stability, honesty and character and dealings of the 
customer, his rights, duties and powers etc. and 
for this he requires a reference or an introduction 
and makes confidential inquiries either from other 
banks or references named. Personal interviews 
with the bank manager are usually preferred to 
the inquiries from references. Then a specimen 
Signature or signatures of person dr persons who 
are to operate the account would be obtained and 
kept in the Signature Book for reference or or> 
specially prepared cards kept on the card-indexing 
principle. These records are maintained in an 
alphabetical order. 

Special Customers ; Agents and Joint 
Accounts 5 — If a person is to sign as an agent or a 
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partner or a secretary etc. on cheques and bills, his 
signature must be obtained in person at the bank 
office and his rights or authority to sign, draw^ 
and indorse cheques and bills must be obtained on 
the prescribed form of the bank for this purpose. 
The mandate giving the authority must be clearly 
and distinctly worded to show whether the person 
authorised to operate the joint or partnership or 
company accounts has also the power to overdraw^ 
the accounts or not. It is to be remembered in 
this case that a general authority to transact 
business and recei^je and discharge debts does not 
carry the right to accept or indorse bills ; that an 
authority to endorse does not necessarily mean an 
authority to draw ; and the mandate to, draw and 
indorse cheques does not carry with it the mandate- 
to draw, accept or indorse bills of exchange other 
than chequeSi nor does it imply the power to 
pledge securiiies for any advance on the account 
If the agent acts ultra vires, the principal cannot 
be bound. The mandate should also specify the 
name or names of persons who are to operate the 
accounts and how the joint accounts are to be 
dealt with on the death of one or more parties- 
to them. 

Minors : — If the customer is a minor ( under 
the age of 18, or 21 years, if under a guardian ) 
the banker must be careful in dealing with him.. 
All agreements with rninors are void because they 
have no capacity to contract and cannot form a' 
rational judgment of itsconsequences to themselves. 
Their capacity to incur liability is non-existent ^ 
they ate never liable on a bill of exchange as- 
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•drawers, acceptors or indorsers. The banker 
•cannot reahse the amount of an overdraft^ or 
advance from a minor nor can he realise or retain 
any securities deposited by the minor as a pledge 
or collateral for the advance. He can, however, 
proceed against a guarantor or surety to the 
minor for the overdraft. According to the 
Negotiable Instruments Act, a minor may draw, 
endorse, deliver and negotiate such instrument so 
as to bind all parties except himself. A minor 
therefore can repudiate a cheque drawn by him 
on his attaining majority and, a banker cannot 
proceed against a minor as an indorser when the 
cheque or bill endorsed by him and accepted by 
the banker as a discharge is dishonoured. The 
best course for the banker therefore is to allow a 
minor to open an account in the name of his 
guardian or parent, or to open a current account 
but not CO allow the minor to overdraw it. A 
minor can act as an agent to bind bis principal 
and the banker is safe if he has a written authority 
empowering the miner to draw, indorse, accept 
and overdraw. Similarly, a minor can entennto 
partnership to bind other partners but the banker 
•must have a written authority from other partners 
allowing the minor to drawand indorse cheques etc. 

Married women • — A married woman can 
open an account and operate it and all money in 
the account is deemed to belong to her unless the 
contrary is proved, and, in the absence of an 
express oc constructive notice to the contrary, the 
banker is discharged, if be pays in good faith the 
cheques drawn by her. In case of an overdraft 
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or advance, however, the banker mast take special 
precautions. Her husband is not liable for any 
act which she performs as an executrix, adminis* 
tratnx or trustee or as an agent in drawing or 
indorsing cheques. 

Insanity or lunacy of a customer, if brought 
to the notice of the banker, terminates the cheque, 
and if the banker pays a cheque of an insane 
customer he does so at his own risk. If the cheque 
is paid before the notice of insanity is received by 
the banker then he gets a good discharge. In 
case of a drunkard or intoxicated person, the 
transaction should be postponed to another occa- 
sion, when the person concerned is in his senses. 

Trustees In this case the banker should 
be very careful not to allow the trustee to commit 
a breach of trust on which he is not liable) until 
he pays cheques knowingly that there is a breach 
of trust, or the trust money is not being utilised 
for the benefit of the persons or for the objects 
for which the trust has been created. If the trust 
account is opened in joint names the banker should 
get a mandate that ail of them are to sign cheques, 
or that the trust deed provides specifically that 
one or some of the trustees will sign on behalf of 
all. If it provides for signatures of all tbe- 
trustees the banker should refuse to honour 
cheques signed by one or only some of them. A 
copy of the trust deed should be kept by the 
banker, and, on the death of a trustee, the account 
should be stopped, until a new trustee has been 
appointed and the banker gets his signature. The 
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bankruptcy of a trustee does not affect his rights 
to deal with the trust accounts and property, but 
it is desirable to have a new appointment when a 
trustee himself becomes a bankrupt, because there 
is the risk of the trust money being misappro- 
priated or misapplied. 

In case of executors and administrators the 
banker should again take a mandate empowering 
all or some of them to sign, draw and indorse. 
Their signatures must be obtained as also a copy 
of the will or mandate of the High Court. 

In case of partnership and company accounts 
a copy of the Partnership deed and mandate of 
authority to one or all the partners to sign^ draw 
and indorse ; and a resolution of the Board of direc- 
tors of the company athorising the directors to 
sign, the copies of the Memorandum and Articles 
of Association, Certificate of Incorporation and 
Trading certificate, and a copy of the last audited 
B/S should be taken by the banker. In case of 
non-trading corporations like railway, water, 
electricity companies their powers to borrow and 
pledge should be carefully investigated before 
opening an account. In case of friendly societies 
club, trade unions, etc. the resolution of the exe- 
cutive committee empowering the Secretary, 
Treasurer or President to operate the account and 
specimen signatures should be obtained. Over- 
drafts m such cases should he granted after very 
careful investigations and on security of some 
person of substantial means. 
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Relation between Banker and Castomer 

There are three types of relationship between 
a banker ancf his customer : — 

(а) Debtor and Creditor. 

(б) Agent and principal. 

(c) Bailor and Bailee. 

The 'primary or fundamental relationship 
between a banker and his customer is that of a 
debtor and creditor. The mere opening of a cur- 
rent account with a bank implies a contractual 
relationship between a castomer and bis banker in 
which the banker is ordinarily a debtor to the 
customer. But sometimes this relationship is 
reversed. When a banket grants an overdraft or 
cash credit or advances a loan to his customer^ 
then the customer becomes a debtor and the banker 
a creditor. This debt through deposit resembles 
an ordinary debt in that the customer has only the 
right of an ordinary creditor against the banker if 
the latter becomes insolvent and he must prove 
his claim due to him from the bank in the proceed- 
ings of bankruptcy. Bat there is a fundamental 
difference between an ordinary commercial debt 
and this debt of the banker ; and it is that, in case 
of an ordinary debt the creditor, unless otherwise 
agreed, can enforce payment without making a 
formal request for payment. In other words, it is not 
necessary that the creditor should make a demand 
for payment from the debtor and the debtor can 
pay interest and principal according to stipulations 
or when he likes, without waiting for a regular 
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demand to be made by the creditor. But in case of 
banker’s debt to his customer on current or deposit 
account the debt of the banker arises or becomes 
“actually and accruing due” only when a demand, 
for payment is made by the customer by drawing 
a cheque or by giving a notice and surrender- 
ing the deposit receipt. Without this demand 
the debt of the banker to his customer has no legal 
existence for repayment. Thus, the banker’s debt 
here falls due for payment only when a demand 
IS made for it. 

Theni a hanker has an absolute ripht over the- 
money deposited with him ; it is at his jree 
dtsposaZ to be used in any way he likes. It is Unt 
to him to be repaid on demand in a current A/c. 
or after a stipulated notice in a fixed deposit A/c. 
The banker is not a batlee and the cv&tomer a 
bailor. In a contract of bailment the bailee has 
f to return the identical things to the bailor at the 
expiry of the term of bailment. He enjoys the 
possession of the thing bailed but its legal owner- 
ship remains vested in the bailor. A banker, how- 
ever, is not expected to return to the customer 
the identical notes and coins etc deposited ; they 
become the properly of the banker who can 
utilise them as he likes, and he shall return their 
equivalent m value only as and when the customer 
demands. If the banker were required to return 
the identical coins and notes to his customers 
the business of banking would come to a stand- 
still. 

The second relationship between the banker 
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and his customer is that of an agent and a princi- 
pal. When the banker collects cheques, Bs/E, 
pronotes and bank drafts, or pays them or accepts 
bills or remits money on behalf of the customer ; 
or buys and sells stock exchange securities, he is 
acting as the agent of his principal and his actions 
bind the customer so long as be acts in good 
faith and \Tilh due diligence and care and •within 
bis rights. Besides, a banker may act as an 
attorney, a trustee, executor or administrator. 

The third relationship is that of a bailor 
and bailee. When the banker accepts valuables, 
jewellery, ornaments and documents etc. for safe 
custody he is acting as a bailee. The things are 
banded over to the banker id a locked and sealed 
box, ot in case of deeds or securities m sealed 
envelopes, and the backer usually is not apprised 
of their contents. A Safe Custody Receipt is 
issued by the banker which must be produced 
before the things can be delivered back by the 
banker and the customer basto sign on the counter- 
foil of the receipt at the time of deposit. The. 
banker is only a custodian of the goods thus ' 
deposited ; the properly io them remains vested in 
the depositor and the banker must return them in 
identical shape. There is an acute difference of. 
opinion among the leading authorities on banking 
as to whether the banker in this case is a graiui~ 
ious or a paid hailee because the banker’s liability 
for theft or loss depends upon this issue. Or- 
dinarily, the banker renders this service to his cus- 
tomer freely or out of courtesy, and, therefore, Sir 
]6hn Paget regards him as a gratuitous bailee. 
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whereas, other equally eminent authorities regard 
the banker as a bailee for reward or for hire, because 
by keeping the customer’s a /c he makes a profit, 
and if he refuses to receive goods on deposit for 
safe custody a majority of the customers will trans- 
fer their accounts to other bankers. The banker 
is expected to take due and proper care of the goods 
prudently and reasonably, and if he fails to take 
all reasonable and necessary precautions for the 
safety and preservation of the goods, he is held 
liable for their loss. If inspite of doe diligence, 
reasonable and necessary care, the goods are lost 
the banker is not liable to the depositor, t. e. the 
banker is liable only if be is guilty of negligence 
not otherwise. If the banker lodges the goods at 
a place other than bis own premises be is liable 
for loss no matter whether he is gnihy of negli- 
gence or not. It is a breach of one of the impor* 
tant conditions of the contract. 

Special Features of the RelatioDship 
There are a number of special features of the 
first relationship and the most important of them 
are as follows 

(t) The banker roust honour all cheques drawn 
by his customer provided the cheques are 
in order, there is no irregularity on them, 
they are presented within reasonable time 
and there are sufficient funds to the credit 
of the drawer. This undertaking does not 
prevent the banker from using the funds 
deposited as he likes. But the banker 
must be given reasonable lime to collect 
cheques and bills before the amount can 
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be withdrawn by the customer. The 
amounts of cheques sent for collection 
from other banks can be credited only 
when they have been collected and upto 
that time the banker can rightly dishonour 
cheques by writing “effects not cleared’*. 
This liability of the banker to meet the 
demands of his customer holds goods so 
long as funds to the credit of the customer 
in the books of the bank are sufficient, 
but, when an overdraft is granted, the 
liability extends to such an overdraft. 
However, this undertaking does not prevent 
the banker from dishonouring cheques of 
the customer if they are not regularly and 
properly drawn, are forged or mutilated or 
undated, <ante-dated and post-dated, or 
stale ; or the amounts in words and figures 
disagree, or material alterations are not 
initialled by the drawer, or endorsement is 
forged or is not in order, or when the 
banker learns of the death, bankruptcy, or 
insanity of his customer or receives a 
countermand or a garnishee order etc. In 
case of wrongful dishonour and the conse* 
quent loss of goodwill or money the 
banker has to pay a reasonable and subs* 
tantial compensation. The banker is not 
bound to pay domiciled bills until there is 
an express agreement. 

(tt) The hanker^ s right to set off and combine 
accounts : — If a customer has a number of 
a/cs with the same bank he can specify 
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that certain amounts paid to his credit 
are to be kept in certain accounts and 
that they are to be applied foe meeting 
cheques or bills. The banker has to agree 
to it else he should not accept the tender 
of the amount. If there is no such pro- 
cedure for appropriation specified by the 
customer, then the banker has a right to 
apply funds to reduce or write off any 
debt ( even statute-barred ) owed by the 
customer to him. The appropriation' 
should be intimated to the customer after 
which it is irrevocable by either party. 
According to the Rule in Clayton’s case 
^^wbere there is a current a/c. between 
two parties and no evidence of any appro- 
priation by either party of the items there- 
in, the money first paid in shall he deemed 
to have been first drawn out, t. e., the 
credits in order of entry in the account 
shall be deemed to have discharged the 
debits in the order in which they appear.’*^ 
Tbe rule goes against a banket granting 
an overdraft against security and therefore 
to protect himself the banker must break 
the acconut and inform the customer of 
the same. If the customer has More than 
one account in the sa7nertght{e. g, current 
and deposit Afe. in the same name or ^ 
ajes is one name ) the banker can combine 
the a/cs, on giving a reasonable notice to 
the customer by setting off any debit 
against any credit. A trust, or agency, or 
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partnership! or joint or esecatorship 
acconnt cannot be combined with the 
private account of a customer nor their 
debits and credits set off against one 
another. 

‘(tti’)The banker most observe complete secrecy 
with regard to the customer's account and 
must not disclose the true state of the 
account to the third party “except upon 
reasonable and proper occasion”. This 
maintenance of absolute secrecy re: the 
state of customer's account is an implied 
undertaking of the contract and any breach 
of duty or negligence in disclosure of the 
state of accounts which tarnishes the good- 
will and reputation of the customer will 
lead to payment of damages by the bank* 
£^ven in furnishing a confidential opinion, 
the banker must act in good faith, and, in 
the usual and reasonable coarse of business, 
supply bis considered and truthful opinion 
about the status and good'will of the 
customer as regards facts only displayed 
by the books of acconnt and based on bis 
personal knowledge and should omit 
■details. In the following cases, howeveri 
be 15 not guilty of breach of faith or duty 
in making a disclosure and a suit for com- 
pensation,^ therefore, will not lie 

(a) when a Court of law requires the 
bank to submit a true and accurate 
statement o! account ; 
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(&) Trbere such a disclosure is necessitated 
by public or state interest ; 

(c) TChen the banker has been named as a 
reference to bis financial status ; but 
in this case the banker must be chary 
and cautious not to jeopardise the fair 
name of his customer through inadver- 
tence ; and 

(d) when the interests of the banker require 
a disclosure e. (claim for the pay- 
ment of an overdraft). The banker 
can be held liable on wrong information 
to both the customer and to the third 
party. He should maintain secrecy 
even after the close of the accounts. 

(*t») Banker s Lien as an implied pledge 
The banker has an implied tight to retain 
as security for general balance due any 
goods and securities bailed to him. The 
banker can sell the goods or documents of 
title etc. and has a general lien over the 
securities deposited originally for particu- 
lar lien after the particular claim has been 
satisfied and the securities remain with 
him. In case of safe custody deposits, 
securities, bonds, coupons etc. he has no 
general Hen, nor can be exercise lien on 
documents or valuables left in his bands 
by mistake, nor on money or goods depo- 
sited for specific purpose. Similarly ons 
customer’s private account no lien shall 
arise on account of firm’s debt, nor on 
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amount not due except in case of bank- 
ruptcy. But when no purpose is specified 
while depositing money or bills or securi- 
ties general lien attaches to them as also 
to the surplus proceeds of securities depo- 
sited for a specific purpose and to the 
bonds and coupons which come into his 
hands for collection. Thus, the lien of 
the banker is an implied pledge and differs 
from the general hen in that the banker 
can sell the goods etc. while others can 
not. Moreover, banker’s Hen is not barred 
by Law of Limitation. 

(v) So long as the customer’s account conti- 
nues, the banker can clatm incidental 
charges and can charge half-yearly com- 
pound interest* 

(ui) Limitation period The Law of Limi- 
tation does not apply to current account 
deposits ; they are net time-barred debts 
though the customer might not have re- 
ceived any interest oi receipt. But in 
case of fixed deposits, the period is to be 
counted from the date of return of the 
deposit receipt, when the return of the 
same is made a condition precedent to the 
withdrawal of money. Similarly in case 
of an overdraft, the period of limitation j 
begins from the time when use is made of 
the overdraft. 
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CREDIT AND ITS VARIOUS FORMS 

Credit is the foandalion of modern commerce 
and trade ; it is the life-blood of business and 
industry. The vast superstructure of gigantic 
business houses and fa'ctories, of wholesale and 
retail trade, and of financial and banking corpo- 
rations are all based on it. Credit means faith) 
belief or confidence. It is derived from the word 
*Credo’ which means I believe. It is a belief in the 
financial strength and ability, solvency, honesty and 
integrity of the debtor or buyer and his intention' 
to pay which a creditor or seller reposes in himi 
It is the power of the debtor or buyer to induce 
the creditor or the seller to allow him the use of 
the latter’s goods or money for a lime after the 
lapse of which he undertakes to redeem his promise 
to pay. It IS thus “an attribute of the borrower.” 
It may be embodied simply in a book entry of the 
seller or lender or it may take the form of a 
promissory note or 'bill of exchange and other 
instruments of credit. It has been defined by 
Prof. Gideas “Protracted Exchange'**.e. exchange 
which IS complete after the expiry of a certain 
period of time. Thus, the element of time is an| 
important factor in credit. The introduction of 
time in any exchange transaction turns it into 
credit. It is an exchange of present wealth for 
future. The only difference between sale ^or cash 
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sale and credit is that the latter involves a lapse 
of time betrreen the delivery of the goods and the 
payment for them. 

Usaally credit assumes two forms : credit sales 
and loans of money ; and it has three main 
elements or factors viz. belief, time and amount. 
Without the element of time we can not have any 
idea of credit ; it can be gcamed only for a de* 
finite and limited period. Then no credit will be 
granted to any body or firm whose ability and 
intention to pay after the expiry of the term of 
credit is doubted by the lender or seller. Hence, 
belief is another element of credit. Again credit 
can be granted only to a certain amount dependent 
on the repaying capacity, honesty and prompt pay- 
ment and security offered by the boittower. Thus, 
security personal or tangible may also be said to 
form an element of credit. 

Present goods or wealth ate usually preferred 
to future ones because the future i^i risky and un* 
certain, and therefore, to induce the lender or the 
seller, the buyer or the borrower must undertake 
to pay higher than the cash or spot price of the 
goods or principal. The difference between the 
credit and the cash price is technically called 
discount and that between the amount of the 
principal and the amount which the borrower pays 
after the laps'* of the period of credit is called 
interest^ ' 

Credit is not capital and it does not create 
wealth ; although some writers think that it does 
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SO. Bnt credit is not an independent factor of] 
prodaction ; it is 'sirnply permission to ase thej 
capital of oihera’. It does not add to the existingj 
stock of sa>?ed and accnmalated wealth and capital: \ 
bnt it only transfers it from oneperson to another 
and determines as to who shall utilise it for fur- 
ther prodaction of wealth or who shall consume it. 
It does not add directly to the existing national 
wealth and capital. However; it makes capital 
more prodmttive by transferring it from those 
who possess it, bnt are not able to utilise it to the 
best advanta ge, to those who do not possess it but 
need it and can utilise it to the best advantage in 
prodncing wealth in a variety of ways. In others 
words, it makes possible the utilisation of capital' 
for productive purposes which otherwise would', 
have been spe nt in unproductive consumption, or' 
been lying u^inert boards. It encourages the growth 
and accumulation of capital tbroogb credit institu- 
tions which provide opportunities for investments 
and promote ttie habits of thrift and banking. It 
economises the nse of precious metals by sapplant- 
ing metallic money in circulation and, to the extent 
that it does tlie work of money, it increases 
the quantity cif productive capital. It is a 
cheaper and mo re conveoientand less risky method 
of remitting money (tom one place to another 
specially in lai'ge amounts. It lubricates the 
wheels of commi5rce and trade, agriculture and 
industry and by (iroviding large amounts of capital 
develops them* i Financing of agriculture, trade^ 
industry and comioierce is facilitated through it. 
Foreign payment B are made more cheaply and 



CREDIT AND ITS VAmOUS FORMS 7& 

conveniently through instruments of credit. In 
fact, in these days of credit economy, credit plays 
a most vital part in the general econdmic develop- 
ment of a country. 

However, credit has also got its demerits^ 
Easy and facile credit encourages over-borrowing, 
improvidence, ‘and extravagance. It encourages 
a man to live beyond his means and thus get into 
debts. Credit is a good servant but a bad master... 
If once a man gets into debt it becomes very 
difficult for him to get out of It. Bonds of debt 
shackle him and then his productive efficiency 
also suffers, Fraud and dishonesty which are the 
offsprings of extravagance and improvidence 
demoralise the debtors. In the field of production 
also credit sometimes leads to very undesirable 
consequences. Producers borrow very heavily and 
indulge in speculation and in unsound and rash 
enterprises and thus play with the money of others 
which they get through credit and bring disaster 
not only to themselves but to the innocent inves-~ 
tors as well. If there is an over-expansion of 
credit, there is a boom in business, investments and 
production and speculations in stock exchange 
securities become rampant ; and these speculative 
dealings cause financial and banking crises andend 
in depression to the disadvantage of all. The 
recent world economic depression was in a very 
large measure the outcome of such speculative 
activities on the New York exchanges. But if 
credit is well guarded, and properly organised^ 
asu 3 xliwTii‘4^ ii AP Af jiswKvp.uRf* AtiUfy Ip ih£- 
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businessmen and traders in particular and to the 
people in general. 

Credit therefore to be serviceable most be 
Tvell organised and planned* This organisation of 
credit IS done by banks and other credit lostitulions 
which pool together the savings of the peoplefrom 
idle hoards and direct them into productive chan- 
nels of trade, industry, commerce and agriculture. 
They act as middlemen between the investors and 
the borrowers and by providing facilities for invest- ^ 
ments stimulate the saving and accumulation of 
wealth and the growth of capital. • They issue and ^ 
supply various kinds of credit instruments which 
play so vital a part in. modern commerce and 
banking. Banks create credit through tbs issue of 
bank notes and through credit or loan deposits and 
overdrafts withdrawable by cheques or deposit 
currency. 

Forms of Credit 

Broadly speaking there are two kinds of 
credit : Barjfc or Commercial credit and non'barik 
■or non commercial credit. Bank credits include 
all documents of credit containing an authorisation 
by a bank to some body to draw bills on the bank 
which the latter undertakes to honour. They 
comprise forms of credit which embody an under- 
taking by the issuing bank to honour drafts drawn 
under the credit by the grantee or beneficiary 
^ the person or firm in whose favour they are 
issued ) on the fulfilment of certain conditions. 
However, there is a great ambiguity or looseness 
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in the nse of the term bank credit which frequently 
refers to investments which do not embody any 
such undertaking by the issuer. Ordinarily it 
refers to various forms of Letter of Credit. 

Letter of credit is a request made by a banker 
to bis agents and correspondents abroad to cash the 
drafts of the grantee drawn on the issuing banker 
on demand and the banker undertakes to honour 
the drafts on presentation. It is a document which 
strengthens the credit of the beneficiary or replaces 
it by the superior credit of the issuing banker. It 
enables the grantee to obtain foods m a foreign 
country on the basis of the re>enforced or substi- 
tuted credit. There are two classes of letters of 
credit : non-commercial and commercial. The 
former facilitates touts and trips of travellers and 
is called Travellers’ or General Letter of Credit, 
Such letters of credit enable travellers to get funds 
in foreign countries according to their needs for 
business or pleasure. Theissueof these instruments 
under the authority and signature of the bank 
granting the credit precludes the necessity of the 
travellers carrying large amounts of cash with 
themselves and saves them from the difficulties of 
getting their money exchanged into the currencies 
of the other countries The commercial letters of 
credit facilitate the movement of goods or merchan- 
dise and play a very important part in financing 
international trade. The credit of the buyer or 
importer is enhanced by the well-known credit of 
the banker and this enables him to get better 
terms from the selkt, Thev also enable. cxjjnrAvA 
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to fioance their shipment of goods by bank bills 
instead of trade bills. 

Noo«CommerciaI Credits 

Travellers' Letters of Credit embody requests 
addressed by banks to tbeir correspondents and 
agents abroad reqairtng them to honoar on demand 
any drafts or cheques drawn by the holders of 
these instruments on the issuing banksuptoa &xed 
sum. The issuing banks undertake to meet the 
drafts when presented. They are issued to travellers 
about to start on a tour or journey. They are 
issued to the customer for cash down, or to per* 
sons well known to the bank, against the ipayment 
of the full amount in advance, or against the 
deposit of a guarantee or other secnrity. The cre- 
dits under them are irrevocable, and the letters 
are neither negotiable nor transferable. Their 
chief object, as said above, is to save travellers 
from the trouble of carrying large sums of money 
from place to place. Sometimes, the amount of 
the credit is debited to the current account -of the 
grantee. When the traveller is in the foreign 
place be gets funds as and when requited by pro* 
ducing the letter of credit at one or other of the 
banks named in a Letter of Indication which is 
issued by the grantor with the letter of credit. 
Payments ate made against a signed receipt or on 
a bank draft on the issuing bank. The amount 
paid is then endorsed on the back of the letter and 
the draft or the receipt is then sent to the issuing 
bank. The letter of indication has also got a 
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sj)ecimen signature of the grantee so that when- 
ever the payment is made he is required to sign in 
the presence of the payer to verify the signature 
and prevent the credit falling into wrong hands. 
The traveller is instructed to keep this letter 
-separate from the letter of credit so that if the 
former is lost there is no possibility ' of fraud. 
These letters of credit are of three kinds : Circular 
letters of credit ; Limited letters of credit ; and 
Travellers’ commercial letters of credit. 

Circular Letters of Credit are addressed to 
agents and correspondents or branches of the 
issuing bank either at home or abroad and the 
names of these are mentioned in a Letter of Indi- 
cation issued to the customer with the letter of 
credit and beating his signature. It is signed in 
the presence of the issuing banker and serves as a 
means of identihcation, and for the sake of safety 
is always carried separately from the letter. It 
introduces the grantee to the agents and corres- 
pondents abroad and relieves the issuing banker of 
the necessity of advising all bis correspondents and 
agents. Limited Letters of Credit are those which 
are addressed to some of the bank’s branches or 
agents abroad and there is no letter of indication 
issued ; otherwise they are essentially the same as 
the circular ones. Travellers’ Commercial Letters 
of Credit are a special form of limited letter of 
credit issued to facilitate the purchase of goods at 
various places by the travellers and cheques or 
drafts under this arrangement can be cashed only 
on the presentation of shipping documents relating 
to the goods. 
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Similar to the travellers* letters of credit there 
arejravellers* cheqacs and Circnlar Notes which 
fulfil the same purpose. Travellers* Cheques 
ate issued in round figures by banks to their cus* 
tomers of repute in exchange for money. The 
customer has to sign the cheque in the presence of 
some issuing bank's official after which he can 
cash it at any agent of the issuing bank or other 
bank. Sometimes a letter of indication is also 
attached. The holder is required to sign in the 
presence of the payer at the time of payment and 
may be asked to produce bis passport for identi- 
fication. 

Circular Cheques are issued by the banks to 
their agents and correspondents abroad who fill 
then up and sell to customers about to go to the 
country of the issuing bank. They are printed in 
different colours to indicate the maximum amount 
Upto which they can be issued. 

Circular These are similar to circular 

letters of credit in their purpose but they consist 
of actual cheques on the issuing banker for certain 
round sums in the currency of the issuing country. 
They are delivered to the grantee by the issuing 
banker in exchange for his cheques or cash for the 
equivalent amount. On the reverse side of the 
note is a letter addressed to the agents and corres- 
pondents of the issuing bank specifying the name 
of the holder and referring to the letter of indica- 
tion in his hands which embodies- the request to 
cash the circular notes and to reimburse themselves 
by drawing on the issuing banker at sight. A 
specimen signature of the grantee and number 
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the circular notes issued are also mentioned in 
the letter of indication. Tue letter muH be retained 
by the holder until all the notes are cashed but 
should be surrendered to the last banker cashing 
the note. 

Commercial or Bank Credits 

Bank Acceptance Credits Acceptance 

credit is absent in India. Tnis is due to the 
popularity of cash credit, to the absence of 
documents of titles to goods m suitable form, to 
the high stamp duty on bills, and to the difficalty 
of introducing a form of bill acceptable in the 
whole country on account of diversity of languages. 

These are, however, often issued by London 
bankers and accepting houses and authorise ths 
grantee to draw upon the issuers within prescribed 
limits, the issuers undertaking to accept and to 
pay the bills provided they are in proper form and 
conform to the conditions laid down in the letter 
of credit. The usual practice for the issue of 
acceptance credit is that the London importer 
requests a London banker to issue an acceptance 
credit in favonr of a foreign exoorter which 
enables the foreign exporter easily to negotiate 
bills drawn on the Londoa banker of established 
reputation and gives the importer the benefit of 
that reputation m miking his purchases from 
, other countries, By tnis means the foreign ex- 
porter has no fears regarding the due payments of 
his drafts while the credit of the importer is re- 
enforced by theestablishedreputationof the issuing 
banker. The London banker or the accepting 
6 
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hoDse g ets a c onninission for the services from the 
London importer, nbo nsaally gives a gaarantee of 
security to pot the banket infunds vihen, or before, 
the bills, drawn under the credit, mature for pay- 
ment. If the importer accommodated enjoys a 
first class reputation financially the .letters of 
credit may be issued solely on the strength of that 
reputation and entirely without conditions of 
attaching the relative documents of title to the 
goods to the bills. Such a credit is blank or clearly 
or open credit and the bills drawn thereunder are 
considered and discounted as first class papers, 

Esporters in Er^glard also arrange acceptance 
credits with London banks for financing shipments 
of gocds. They draw bills on such banks and not 
on irrpotters to the extent of 75% of the invoice 
value of the shipments against the security of the 
shipping dccuments. Alter acceptance by banks 
these bills are easily discounted. 

Ela^yk or Clean Credits are drafts unaccom- 
panied by shipping or other documents and, are 
extensively used in finarcing the international trade 
and inUrnational loans, for they are frequently 
opened by bankers in one country in favour of 
bankers in another. 

Confirmed Credit 

‘ confirmed creoit is so called because the 
issuing banker gives the person in whose favouc 
the credit is to operate a direct undertaking that 
he would honenr, subject to certain terms and 
conditions, the drafts drawn on him under the 
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credit. In other words, the banker confirms the 
promise contained in the letter of credit which is 
thereby regarded as irrevocable by both the 
parties and can be safely relied upon by the 
foreign exporter in whose favour it is issued. The 
bills drawn under the credit may be accepted 
either by the issuing bank or by the customer in 
whose favour tt is issued but more usually the 
former. 

An Unconfirmed credit differs from the above 
in that it involves no undertaking on the part of 
the bank opening the credit to accept bills drawn 
there-under. Such a credit in fact is nothing more 
than an intimation to the addressee that at the time 
of issue the issuing banker is prepared to honour 
the bills drawn under the credit, provided all con- 
ditions as to form, amount and term are complied 
with. It is, however, possible at any time for the 
customer opening the credit to cancel it, and if it is 
done, the issuing banket b3sj]QJ3b]iga.tion to advise 
tht.addt^s^efi_abroad. Such credits are therefore 
very unsatisfactory because bills may be drawn 
there-under before receipt by the addressee of the 
notice of cancellation in which case the bills would 
not be honoured on presentation to the issuing 
banker.^ The confirmed and non-confirmed credits 
are also termed as Revocable and Irrevocable credit 
in the U. S. A. A revocable credit may be with- 
drawn by the issuing banker or his customer at 
any time after its issue ; whereas an irrevocable 
credit can not be withdrawn once its terms are 
communicated to the beneficial^. Such credits are 
used to facilitate the finance of imports and exports. 
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Revolving or ranning credits 

As opposed to fixed credits, they are so called 
because the amounts for rvhich they are originally 
issued are automatically renewed from time to 
time as the bills drawn under the credit are issued 
or paid. They are of three main types : — 

(a) Where the amount ‘of bills oatstanding 
at any time IS limited to a fixed sum but 
fresh bills may be drawn as the others 
mature and are paid. 

(b) Where the amount drawn from any one 
draft at any one time is limited to a 
cwiain sum wbicb w however aatomati. 
cally renewed when that draft matures 
and is paid. 

(c) Where a single bill npto a fixed amount 
may be drawn at any one lime and the 
credit automatically renews itself for the 
same amount after each drafts 

Fixed credits are for stipulated amounts 
available in one or more drafts for a limited period. 

Om'nihus credits are granted to shippers for 
drawing round sums on t^n^s against security of 
general lien over their goods. They enable them 
to replenish their capital resources and secure 
prompt payment for their produce. 

MzrginaX Letter of Credit U so called because 
on the margin of the credit to be used a letter is 
printed giving details of the terms on which the bill i- 
IS to be drawn and accepted. It thus forms an 
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integral part of tlie bill and must not be detached 
when it is negotiated. Exporters’ credits are also 
used in the financing of the internal trade but are 
issued in favour of exporters whose financial posi- 
tion and standing are not so clearly recognisable 
as those of the banker m whose favour blank credits 
are issued. They enable the exporters to obtain 
funds some considerable time before their goods 
are available for export. 

I}Qcwr%eniary Credit refers to any one of the 
various forms of bank credit and the bills under 
this arrangement are not negotiated or paid unless 
thedocuriients of title (invoice, bill of lading, marine 
insurance policy and letter of hypothecation), are 
attached to them as security. Hence, it means 
credit which calls for the acceptance of bills 
against documents of titles to goods. 

Cash credit is a credit specially created 
by a banker.in favour of his customer. An advance 
is allowed under this arrangement on the secu' 
rity of a promissory note signed by the borrower 
and bearing two more independent signatures. 
Sometime the note is also secured by h>polheca- 
tion of goods or stocks. The borrower pays interest 
only on the amounts of the credit availed of by him 
and he can also reduce bis obligation subject to a 
minimum interest clause. The bank can also with- 
draw or reduce the credit when he likes. They are 
very popular with Indian banks and in Bcmbay 
and ether places they are usually granted against 
self-liquidating produce like cotton, jute, rice etc. 
y?. •if, tfea btykt. w.W/da. 
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the banks advance 
goods pledged. 


upto 75% of the value of the 


tail '7'“^ specially in vogue in re- 

t^o firm, i^, '•‘s arrangemeni in nhich 

each othe ’ ''^*ation grant mnlual credit in 
cLh books and there is no payment of 

the setoff balances after 

ca:h';afmems.‘'^'’'‘7”‘* — ‘'ed by 


Credit Insframenfs 

lent^hT Ind?a instruments preva- 

Chlaies & Negotiable Instruments- 

Hundies’and Ba^k Dtaf!?“”‘* Notes, 

orde‘i^rt;,7„t o’® "" "nconditional 

customer Z T , ®‘*'^'’«sed and signed by the 
Sm^d a f "^“bing the latter to piy on 
d.p“s^s ettrer^:" ■roney^o_„t of his current 

or to the hr, ° ^ specified person or his order 
on a l-c fieTh “-^bange drawn 

dLand 7'* P'^'^ble on ' 

form “n ®""P'=st and the most popular 
of chenner^'^a A deta, led discussion 

found ?n rh ‘^ matters concerning them will be 
found ,n Chapter Vlll. Any person who takes a 
cheque from another person, accepts it because 
he has confidence in the financial stability of the 
drawer and the drawee bank, and believes that on 
presentatjon within a reasonable time it shall be 
converted into legal tender money. 
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treat a bill bearing a qualified acceptance as dis> 
honoured ; and if he takes such a bill without the 
consent of the previous parties they are absolved 
from the contingent liability to him. Before the 
drawee has accepted a bill it is called a drafts. 
and afterwards an “acceptance”. 

A bill must be presented for payment on the 
due date, during business hours, at the place of 
residence or trade of the drawee or at any other 
place mentionedj A failure to do it relieves all 
previous patties of their liability to the holder. 
Payment on due date discharges all the parties to 
the bill; but if payment IS refused or acceptance 
is refused, the bill is said to be dishonoured. A ) 
foreign bill nquir^s to be “noted and protested' ’ 
by a notary public* on dishonour. 

A creditor can kctp a bill with him Jdl 
maturity, or can negotiate it to bis creditor or can 
get it disctuntt-d. The transfer of the bill like a, 
cheque is ocne by erd<‘rstmeri* and delivery and' 
the consideraticn fir it is taken for granted. A 
bill drawn, accepted and negotiated without a 
^consideration but for mutual accommcddtion of 
the parlies concerned iscailedan “Acct mmcd^tion 
Bill”. Such bills are sometimes called 'kites’ or 
“wind mills”. The acceptor in this case is merely 
a surety and not the pniicipal debtor. 

A bill of exchange like a Promissory Note not 
only serves as a written acknowledgment of a 
debt but puts it in a tangible form and is accepted 


Sfr Chapter I^JIf endorsement. 
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as a proof of indebtedness in conrts. It ppfcs the 
debt in a liqaid form and serves as ready cash. 

SPECIMEN OF AN INLAND BILL 


RS.8Q0/-/- 

Cawnpore, 30ih July, 1942. 
One month afterdate pay to Messrs. 
Ram Chandra & Sons or order the 
sum of Rapees Eight hundred only, 
for valoe received. 

To 

Messrs. Kedarnatb. 

Bbolanath & Sons» 

La Toache Road, 

LUCKNOW. 

SPECIMEN OF A FOREIGN B/E 


Liverpool, 20. b June, 1942. 


£ 1 , 000 /-/- 

Sixty days after si^ht of this first of 
Exchange (second and third of the same tenor 
and date unpaid) pay to the Nitional Bank of 
India, Ltd, the sum of one thousand pounds only, 
value received. 

To For the Chemicals Ltd., 

Messrs. J. ]. Bell Silver Smith, 

Dyeing Co. Ltd. Secretary. 

Ctvil Lines, 

CAWNPORE. 


No. 723 




•mh 
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Notes There are three kinds of notes : Bank 
Notes, Currency Notes, and Promissory Notes. 
A hank note is a promissory note made by a bank 
and payable to bearer on demand ; a ctirrency 
note is a promissory note issued by the controller 
of Currency or the Treasury and is payable to 
bearer on demand. Both Currency Notes and 
Bank notes issued by Central Banks form part of 
the general media of circulation, are universally 
accepted and are reissued. Tney bear no interest! 
and stamp unlike private promissory notes which 
are made on stamped paper. 

y * A Promissory nott Is an unconditional pro- 
.\mise in writing made by one person to another 
signed bv the maker, engaging to pay, on demand 
or at a fixed or determinable future time, a sum 
certain in money to, or to the order of, a specified 
person or to beater^ With the only exception 
that it is an unconditional promise by a debtor tO; 
a creditor, all other essentials of a P/N are the 
Same as those of a B/E. There are only two 
parties to a P/N— the maker and the payee. Itj 
requires an ad valorem stamp bat no acceptance. 
The maker of the note is the principal debtor. 
It may be inland or foreign, but unlike a bill 
it IS not drawn in sets and requires no protest on 
dishonour. All the general rules as to endorse- 
ment, negotiation, payment, days of grace and 
dishonour which apply to a B/E. are applicable 
to a P/N. A promissory note is incomplete until 
it is signed by the maker and is delivered to the 
payee or bearer. It may be single, joint, and joint 
and several. In case of a joint note all the makers 
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most be 6ued together on dishononr, because if 
any one of ihem is )eft ont and the fuJ) sum is not 
recovered from the rest, be cannot be used sepa- 
rately to make up the deficiercj'. In a joint and 
several note, however, the liability is both joint 
and several, and therefore, the makers can be sued 
singly or collectively, and, if the full sum is not 
recovered from one or more of them, the remainders 
can be sued. The party which is compelled to pay 
in a joint or joint and several note can get a 


SPECIMEN OFP/N. 


SUmp 

Cawnpore, 15th June, 1942. 

0-1 6-0 

Rs. 1000 0-0 

Two months after date I promise to pav 
to Shiam ManchaiLai crotdinbe sum of Rupees 
one thousand only, for value rtceived. 


Rameshwar Swarup. ; 


JQINT P/N. 


stamp 

Cawnpore, lOlhJune 1942, 

0-15 0 

Rs. 1000 0-0 

— 

Two months after date we promise to 

oav to Mr. Sila Ram Smgh or order the sum of 

Rupees 

one ibcusand only, for value received. 
Ram Chandra Lai, 

Mahesh Chandra Smgh 
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prorata contribution from the co-makers of the 
note. Joint acceptors of a bill are liable only jointly 
but not severally. 


JOINT & SEVERAL P/N. 


stamp 

Lucknow, 15th May, 1942. 

1.8 0 

Rs 1500-0-0 


Three months after date we jointly and 

severall> 

promise to pay Mr. Han Shankar Shri- 

vastava or order the sumof Rupees one thousand 

and five hundred only, value received. 


Sbobba Ram, 


Harihar Sabai. 


N. 5.— -It a P/N begins as “I promise to 
pay etc.*’ and is signed by two or more persons, it 
IS a joint and several P/N. 


Sundis : — They refer to inland instruments 
written in local vernacular, which are used by indi- 
genous bankers and shroffs in Enancing the internal 
trade of the country. They are not subject to the' 
Negotiable Instruments Act and are generally 
governed by local customs and usages of trade. 
But in the absence of such usages or in case of 
express agreements in writing between the parties, 
the rules governing Bills of Exchange apply to 
them. Their form throughout India is old and 
stereoty ped beginning with compliments. They 
are usually treated like inland bills and'may be 
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payable on demand or after a certain period. If 
payable on demand they are called Dras^ani 
Sundis, and if they are usance bills, they are 
called Miti ox 2duddatx and have a currency! 

for CO or 61 days. There is also a third form! 
which is not much, in vogue now, known as t7oiAa»ni* 
Sundi. It was used to finance consignment of 
goods. A Darshani Hondi may be DJiantjog 
able to a certain person only; Shahjog which like a 
crossed cheque is payable only to a reputed Shah', 
Fatmanjog or pajable to order ; and Dekkadnar- 
iog or payable to bearer. 

, SPECIMEN OF A 0ARSHAN1 HUNDI 

Shrx Ganeshayanamah 

No. 501. Tarikh 17ih June, 1942. 

Sidhi Shri Cawnpore sbubh asthanek Shri 
Patiri Bhai Kanhaiya Lai Ram Chandra jog likhi 
Etawah se Sita Ram Ram Sabai ka Ram Ram 
banchna. Apranch Hundi kita nag ek apke upar 
kari Rupia SCO anken rupia panch sau ke nime 
rupia dhai sau ke dune pure dena yahan rakkhe 
Bhai Nihalchand Baldeo Sahai ke miti Jeth Sudi 
12 se Hundi pahunche turant rupia sab jog cba- 
lan bazar thikana lagay cbaukas kar dam dena. 
Hundi likbi 

Mill jeth Sadi 12 war Somvar Sambat 1999. 

Sita Ram Ram Sahai. 

Explanation : — It is a Darshani Hundi drawn 
on 17iti June 1942 or Jeth Sudi 12, 1999, by 
Si.ta. Ram Ram Sahai of Etawah on 
Messrs. Kanhaiya Lai Ram Chandra of Cawnpore 
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charges a commission ot fee. A bank draft is 
issued to a person on his depositing an equal 
amount of cash, with the bank and may be 
crossed. Payment for drafts is also made by 
telegrams (T.Ts,), They are not treated as cheques 
in England. 

SPECIMEN OF BANK DRAFT 


No. 345 A 

Cawnpore June 25, 194 

1 Poajab National Bank, Ltd. 

Rs. 500/- 


Pay to Banarsidas Ramdas or order Rupees 
Five hundred only and place the same to the 
account of the Punjab National Bank Ltd. 

The Agent, 

. For the Punjab 

Punjab National 

National Bank, 

Bank Ltd., 

Ltd., 

Delhi. 

Dhani Ram Manocha, 


Agent. 


Bank-Post Bdls are issued by cent ral 
and other licensed banks freely to public and are 
payable at 7 or 60 days after sight. They are 
drawn by the bank on its branches and are 
very convenient in transferring money within the 
country. 

I OU means ‘I owe you*. It is simply 
a written acknowledgment of debt by one party 
to another ; it is not negotiable, bears no date for 
repayment, and being neither a receipt nor a promis- 
sory note nor an agreement, it requires no stamp. 
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Cawnpore, 

23rd Jane, 1942, 

Mr. Eama Kaot, 

I O U Ten rnpees 

I CJma Kant. 

Rs.lO/./- 

Postal Credit Instruments r— ‘There are 
■vaiions (otms oi Money Orders both inland and 
foreign and Postal Orders whieb are ased for the 
remittance of money. Bot they are not credit 
instruments m the strict sense of the rrord; they 
ate not negotiable and they perform one single 
transaction only. Still they render very nsefni 
services to society. 

Preasury Bills :• — ^Tbese are mere ptomis'ory 
notes of the Governtoent having a currency from 
3 to 12 mouths^ Tbeir secnrity is unquestionable 
and hence they are oniversally acceptable. They 
provide a convenient and cheap method of raising 
short term loans and ate thetefore a highly liquid 
and ideal form of security for a Central Bank to 
buy and sell. In exchange for deposits at the 
Central Bank the Government gives 3 irrittea 
promise to pay so many months latet a round 
sum. 

According to Mr. Sayers, at the end of the 
I9th century these bills were used onli* for Supply- 

7 
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ing funds for specific government expenditure and 
it was only in the present century that they 
became an unrestricted means of raising funds 
for the government. During the War they 
increased in amount and now occupy an important 
place in short term financing operations of the 
money market. In England they are issued weekly 
partly by tender and partly “through the tap’’ t.e. 
issued to the Government departments(like Savings 
Banks, Unemployment and other Insurance Funds, 
Exchange Equalisation A/c. etc.) which have 
surplus funds to lend. The ‘tender’ issue is offered 
to the discouut market, banks etc. Each week a i 
batch issued 3 months previonsly matures and eacbl 
week a fresh batch is issued to the tone of 30 to 
50 millions according to the needs of the Treasury-^ 
By arranging the gap between the maturities and 
the new issue to equal and be in the opposite 
direction to any discrepancy between current 
revenue and current expenditure, the Treasury can 
arrange to keep its balance approximately stable* 
The Bank of England also uses the ‘tap’ method’ 
of taking up new Treasury Bills, but the discount 
rate in this case does not afifect the dispounC market 
at all. The Treasury Bill method of government 
financing has almost come to be considered as 
an essential adjunct to a Central Bank structure.^ 
In India Treasury Bills have been issued 
since 1917 at a discount. The main purpose of 
their issue during the Great War was the meeting 
of expenses, on behalf of the War Office in 
England, in purchasing the primary products and 

* Sat/ers s Modem JBaniinff. 
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War materials from India. In the post-waF 
depression they were issued to meet budget deficits 
and to pay old bills, and now they are issued to 
meet current and capital erpenditure, to pay off 
old bills, and to convert loans Their weekly sale 
by tenders by the Government through the Reserve 
Bank of India at its various offices withdraws funds 
from the money market, causes tight money, and 
leads to competition with banks and industries in 
raising funds. Tnus, theirissue and withdrawal caus- 
ing deflation and inflation exercises a considerable 
control over the money market and the bank rate. 
They provide a secure, profitable, and liquid form 
of investment to the commercial banks m India 
specially during the slack season and mike up to 
some extent the deficiency of bill discounting m 
the country. 


CHAPTER VII 
BANKING ACCOUNTS 

Money can bs ordinary deposited into and 
withdrawn from the following accounts in a bank: — 

1. Fixed Deposit or Deposit Account. 

2. Drawing or Current Account. 

3. Savings Bank Account. 

(1) In the first case money deposited cannot 
bs withdrawn without apcevions notice which may 
vary according to the term of the deposit. Usually 
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the deposits are for three months to five years^ 
and the notice may be weekly or fortnightly, or 
monthly. Banks nsually allow interest on these 
acconnts becanse the money can be profitably 
utilised by them in any way they like for the period ^ 
of the deposit. By taking money on deposit rhe 
bank provides for its safe custody, but the money 
is not set apart in a safe in the strong room ; it is 
replaced by a debt due from the bank. The deposit 
account in fact provides a temporary investment 
for money on which interest is payable so long as 
the money is not withdrawn and the principal is 
payable only when a regular claim is made by the 
depositor by giving a due notice as per the term 
of the deposit. The rate of interest usually varies 
from 2 or 3% to 6% according to the goodwill and 
status of the bank concerned and the term and the 
amount of the deposit and conditions of the market, 

A person desirous of opening a fixed deposit 
account with a bank will first of all ask for quota-' 
tion of the interest and the details of the terms un-^' 
der which the bank undertakes to take money on 
deposit. If be agrees to the terms and accepts the 
rate of interest he is supplied with a printed form 
to be filled up by him. The details relate to the 
name of the person, the rate of interest, the amount 
of money deposited, the period of the deposit and 
the period of the notice. He is also called upon 
to furnish a specimen signature of his own and in 
lieu of the form he gets a Deposit Receipt con- 
taining the above details. When the depositor 
desires to withdraw hrs money he is called upon 
tbis zscsi^ at the espisy oS the term 



BA^■KIKG Accorons 


101 


FIXED DEPOSIT RECEIPT 

” NOT TRANSFER^.BLE 

The Allahabad Bank Limited, Cawnpore. 

No. 4695 

Received from Mr. Krishna Chandra 
Srivastava the snm of Five thousand Rupees to be 
placed to his credit on deposit for two years from 1st 
August, 1942 Repayable on the 1st August, 1944. 
Interest will be allowed at 3 per cent per annum. 

For and on behalf of the Allahabad 

Rs. 5000/-/- Bank Ltd., 

M. N. Maibotra, A. C. Curtis, 

Accountant. Manager. 

B, This t«ceipt must be given up on tepaymeut 
of the amouat. 

of the deposit and is paid back the principal 
together with the interest to-date. Or, if he wants 
the deposit to continue then the receipt is renewed. 

^2) The drawing or current account Is 
usually opened by the bank for its customers into 
which sums of money can be deposited and with- 
drawn daily daring business hours without any 
notice. Good banks usually don’t allow any 
"interest^ on them, hut oecaiionaUy some hanks allov} 
u small inieresi (1 or 2%) promded the minimum, 
balance does nof fall below a cert<ji‘n fixed amount. 
If the balance falls below the minimum, the 
banker usually charges a commission based on the 

• Tannan. t Bojahug Imjb. qp4. P^'icttce 
p. 132. 
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annual tBiBover.* Unlike the deposit a/cs., where 
the banker knows bis liability, be has to keep larger 
reserves to meet emergent calls and experience^ is 
bis only goide in Ibis respect. In tbis case the 
banker has a moch greater rcsponsibilityf becaose 
the acceptance of deposits on this a/c. creates 
demand obligations to the costcmers which most 
be hononred so long as fonds are to the credit of 
the depositor, and his order for withdrawal 
cheque is m order. Such deposits do not add so 
iruch to the working capital of the bark as do the 
fixed deposits. The banker has to keep his funds 
in a liquid form and in adequate amounts to be 
able to meet these demard cbligations ard seme* 
tiroea he has to sufTtr losses. Such accounts ait 
very useful to merchants and businessmen for 
making payments and for collection of funds frem 
debtors and bujeis. ' 

Before the opening of the account, howetcr, 
a banker has to undergo certain preliminaries, 
enquiring about the financial stability, the coronet 
ard business-libe dealings of his custcirers. He 
must be satisfied tbicegb confidential and reliable 

*“Jn Ivdta, most havlca allow 8 p e. trUrfst (f* 
mtntmvm darly or monthiy baiarfe rf Us. 200 to JCCO 
provided the trifrett aecrved inahalf ^ear it ret lets Oen 
Ss. 3 to S. It icat redveed to 1 p. e, m 7933 cn aenvf t ef 
the tcertmte dfjreittcr. Sarkt woie ffffiol arrcrarrut 
vxthihe custemert vTun tie aircvnt of tie defctil urods^ 
Jit. 1 ialh,.... ,..T}i$procttee fralUf l}f lartf/fedti to 
the mitiiir.vm halaree Jired on the accovnt leithtmt rvrrsrc 
arty treat riti." Joint Stoeh Saniiry tn India hy J7. S. 

£aKka),p. JOB- 
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qaeries that the customer is a man of substance 
_and not of straw. The inquiry about the financial 
stability of the would*be customer is made in 
various ways as a safeguard against fraud and 
against an inadvertent overdraft. Moreover, the 
banket has to supply confidential information 
about his customer’s status etc., to other bankers 
and if he has failed to inquire at the time of 
opening the a/c. hemay be precluded from the 
statutory protection to the collecting banker as 
per sec. 131 of N. I. Act. In most cases new 
customers are introduced to the manager of the 
bank by persons who are already its customers, 
or who are personally known to him by repute. 
In the absence of an introduction, a reference is 
given through which confidential enquiries are made 
and if the reply is satisfactory, a cheque book is 
given to the customer. If in the meantime cash 
and cheques are paid by the new customer into 
his credit, they should be accepted by the bank, 
but he should not be allowed to draw against such 
cheques until they are actually cleared. 

Just as in case of a Savings Bank A/c, when 
a person has to open a current A/c with the bank, 
he has to put in an application and has to fill in a 
form in which he should write bis full name, 
address and occupation, A similar entry is to be 
made by him in the Autograph Book or the 
Signature Book or on a card. It contains the 
specimen signature of the customer either in fall or 
in abbreviated form. The purpose of the specimen 
signature is that, when cheques drawn by the cnsto* 
met ate presented foe payment, the signatures are 
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to bs'compared to prevent fraud and the amonot 
from falling into uoantborised hands. If the costo* 
mer is a Partnership‘’firm ^ch partner shonld sign 
both his own and the firm’s name, and at the head* 
ing of the firm’s accoont in the Ledger, the 
names of the individual partners shonld be record- 
ed. If the customer is a pnblic joint stock 
compan5', the certificate of Registration should be 
produced together with a copy of the Memoran* 
dum and the Articles of Association, For signa- 
ture a certified copy of the resolution of the 
Board of Duectors togetiaer with a specimen 
of the signatures of the Directors authorised to 
sign should be supplied to the bank, A similar pro- 
c^ore is to be follotred in accounts of muoscipali- 
ties, district boards, notified areas, port truits, and 
Improvement Trusts etc. In case of associations 
formed for political, social, charitable and oUaef 
purposes accounts are opened usually in the name 
of the Treasurer under a resolution passtd by the 
Executive Committee and signed by the Chairman. 
On the receipt of a notice of death or insolvency 
of a customer all payments of the accounts should 
be stopped, it is cot the fact of death bat the 
receipt of notice of death that cancels the banker’s 
authority to pay, and if he pays before receiving 
notice, he is entitled to charge the amount to the 
account. In case of lunacy the account can be 5 
operated npon by the committee appointed by the 
Commissioners of lunacy. 

After going into these preJiminanesand having 
satisfied himself with regard to the respectability 
and status of the customer, the banker opens a 
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current account in the name of the customer, and/- 
supplies him with the following books 

(a) A Pay-in-slip Boob. 

(b) A Bank Pass Boob. 

(c) A Cheque Book. 

The Pay-insltp Booh : — It is a small but well- 
bound book containing a number of printed slips 
specifying particulars of payment in notes, silver, 
gold, cheques and drafts made by the customer for 
being credited to his account in the bank whenever 
he remits money to the bank for this purpose. 
Every slip is perforated in the middle and similar 
entries are made on both the foils and the counter^ 
foils, it is dated and signed by the customer and by 
the cashier of the bank. A reference of the Ledger 
folio to facilitate transfer entries is also given- 
The foil is retained by the bank cashier while the 
counterfoil after being signed by the cashier is 
returned to the customer for reference. Some 
banks supply loose slips. 

The Pass Boole .-—It is a book in which full 
particulars of deposits, withdrawals, interests and 
charges are recorded in a chronological order at 
the bank. Its ruling is similar to the Savings Bank 
A/c but it is not necessary to send it every time a 
transaction is made to the bank. However, it is 
very useful and necessary to send it to the bank at 
least once a month so that the balance of the pass 
book may be compared with the bank balance in 
the Ledger. Sometimes there is a divergence 
between the balance of the pass book and the 
ba.U.uca in the Ledger A/c of the depositor and it is 
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dne to the following caases. Firstlyt cbeqaes paid 
into the bank for collection and credit into the 
castomec’s account are not collected and credited 
the same day they are sent, and therefore, the 
banker does not credit the account with the amount 
of such cheques, but the customer has taken account 
of them in bis cash book. Secondly^ cheques issued 
by the customers are not immediately presented 
by the persons concerned for payment, and this 
again causes a difference. Thirdly, the banker 
credits the account of the depositor with interest 
or debitsfor charges but does not advise of the same 
to the customer. To reconcile this discrepancy a 
statement is prepared which is called Bonk Recond’ 
liation StateTnent. To the balance shown by the 
Pass Book the amount of cheques paid in but not 
cleared are added, and then from the total, the 
amount of cheques paid but not presented is 
cleducted, and then the balance agrees with Che 
balance of the Bank column of the Cash Book. 

The~Cheque Book : — It is the most important 
book and contains printed cheque forms which 
ate to be utilised by the customer for withdrawing 
money or ordering payments to be made to his 
creditors. It is supplied by the banker to all bis 
customers free of charge and contains a number 
of leaves. Each leaf has two parts : a foil and a 
counterfoil, both of which bear similar distinct 
numbers. The drawer fills up both the foils and 
the counter-foils, issues the foil to the payee of 
the cheque and retains the counterfoil for ready 
reference in future. The details ’ with regard to 
dale, parties, the amount and signature of the 
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drawer are recorded on both the parts. At the end 
of every book there is a printed slip containing a 
request which the customer is required to fill up 
and send for another book when one is exhausted. 
On every page there is the name of the bank 
printed on it. 

Legally speaking the drawer can utilise an 
ordinary piece of paper for withdrawing an amount 
from his current account, and in England most 
banks osually honour such cheques and some 
banks in India do the same^ Law does not lay 
down that only printed forms are to be utilised, 
but all banksi through the rules in the application 
form which a customer is required to sign at the 
time of opening an account, make it obligatory on 
his part to draw cheques on their printed forms 
only, and in such cases the banker is justified in 
dishonouring cheques drawn on other than the 
printed forms. On simitar grounds it is desirable 
that the customer should not use the printed forms 
supplied to other customers and especially so 
when every cheque book supplied to a customer 
these days bears a distinct number which facilitates 
the tracing of the account of the customer, and 
helps in detection of forgery. Moreover, a cheque 
book must be kept under lock and key to minimise 
the chances of forgery. 

There are a number of advantages arising 
from the use of printed forms of cheques. Firstly. 
it makes forgery very difficult ,.by making it 
necessary to obtain the printed form before the 

*Tannan ; Banking Law and Practice in India, p 168. 
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name of the drawer can be forged, by making the 
detection of alterations in amonnt moreconvenieot, 
and by affording a ready reference to the banker 
for finding out the name of the drawer if the 
signature is not legible. Secondly, it saves the 
trouble of drafting cheques m accordance with 
Jaw. Thirdly, the drawer can stop the payment of 
the cheque very easily by only giving him its 
number^ JF'ourthly, the counterfoils will be used as 
a record of the various payments made by the 
customer and this will help him in checking his 
account. 

Payment by cheques is very convenient and 
less risky than cash; the cheques can be drawn 
for any amount and crossings on them render them] 
very safe. They dispense with the necessity of! 
taking receipts fropi payees although legal receipts! 
from them should be taken. Cheques also avoid 
the necessity of maintaining records of receipts 
and payments which ate kept on their behalf by 
the banks. They serve as evidence of payments 
and statementsof acccunts from banks can be pro- 
duced in law courts. They have effected a great 
economy in the use of metallic and paper currency, 
saved them from wear and tear and facilitated the 
settlement of mutual debts without the passing of 
currency. In India, however, cheque currency is 
as yet not so popular because of paucity of bank 
offices, writing of cheques in English, Jack of con- 
fidence in banks, lack of adequate facilities for 
encashment and of proper appreciation of its 
advantages. Moreover, stamp dmy on cheques 
upto 1927 prevented their free use by the public. 
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Savings Bank -4ccotini Persons with small 
savings to invest and not requiring money daily but 
occasionally can get this account opened. Money 
can be deposited and withdrawn form this account 
usually once or twice a week and a small interest 
is allowed on the minimum monthly balance usually 
from the 4th to the last date of the month. At 
present this interest IS allowed at H%. Withdrawals 
ace restricted to Rs.dOO a week but larger with- 
drawals can be made by giving two weeks' noticci 
but It can not he beyond Rs. 500 a month. Such 
an account encourages the habit of thrift and self- 
help among the people. It is in the main governed 
by the same principles as the Post Office Savings 
Bank Account with the additional advantage that 
the account can be operated upon by means of 
cheques, although most banks in India do not allow 
It. The Central Bank of India and the Allahabad 
Bank, however, allow this facility. No overdraft' 
is allowed on Savings Bank A/c., but facilities for 
collection of cheques and safe custody deposits 
are given. Moreover, a very small reserve is re- 
quited in these A/cs. 

On exactly similar principles some joint stock 
banks open what are called .Howe Safe Afcs ;n 
which small iron safes safely locked up are handed 
over to the depositors, who daily or weekly drop in 
them their small savings, and send them on to the 
bank for crediting their accounts. These safes are 
particularly useful in places where no bank office 
is situated, and they are capable of impressing the 
advantages of thrift and saving in a very practical 
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manner on the masses. The keys of the safes are 
kept by the bank. 

The procednre in opening the savings bank 
A/c is the same as in the Post Office, The woald* 
be depositor is supplied with a printed copy of the 
rules and regulations together with a form of 
declaration, in which be has to state that he has 
read carefully all those roles and onderstood them. 
Then he gives his name and a^ddress and a speci- 
men of his signature which is kept for future use, 
whenever he withdraws money from the account. 
On the opening of the account be is supplied 
with a Pass Book in which all deposits and. 
withdrawals ace recorded in a chronological 
order and every transaction is initialled by the 
cashier concerned. For withdrawalshe is supplied 
with printed withdrawal forms which are to be filled 
and presented by him personally or through a 
messenger. 

It was proposed by some witnesses before the 
C. B. Inquiry Committee that in addition to these 
forms of cash deposits, banks should be persuaded 
to receive ‘‘provident deposits” for a long period 
of about 10 years, to encourage those who wanted 
to'provide funds for specific purposes like marri* 
ages and education of children or for business capi- 
tal and thus increase opportunities for investments. 
The Committee also made a number of suggestions 
to regulate banking in the interest of depositors. 
The banks must publish theiraccounts duly audited 
by qualified auditors ; maintain reasonable cash 
ratios, and follow a Judicious plan of Investment of 
funds. They should give publicity to their A/cs 
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and should educate the investors in the advantages 
of variousdeposits to increase their working capital. 

BALANCE SHEET OF A BANK 
Assets 

Cash in Hand and at the 
Bank. 

Mon^ynt Call and Short 
Notice. 

Bills Discounted. 
Investments in Secnritie*. 
Loans and Advances, 
Cash credits and 
overdrafts. 

B/R or Aceeplancet for 
Customers as jier 
contra 

Premises and Dead Stock. 

A Balance Sheet is a periodical statement of 
acccunts setting forth the financial position of a 
Bank as on a particular date. Banks practise a 
good deal of ‘window-dressing* in preparing their 
B^hnce Sheet and a proper understanding o{ the 
various items appearing in it is essentialfor finding 
out the true state of affairs of the Bank concerned. 
The left hand side shows the Liabilities ». e- what 
the Bank owes to its shareholders, customers or 
depositors and others ; and the right hand side 
shows the Assets t, e. what others owe to it and the 
totil of its claims and properties in investments, 
cash, bills etc. etc. 


Liabilities 

Capital : — 

AuthorUed, 

Sohccnbed 
Called up. 
paid up. 

Eeserve Fund, 

Deposits i— 

Current 

Fixed aud Savings Bank. 
Others. 

Ltabilitsei for Customers' 
Aee^ftances as per eontra. 
Unelatmed Dividends. 

P. and L. A\C Balance. 
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Lxahilities Authorised capital nieans the 
maximum amount of capital which the bank is 
allowed by its Memorandum and Articles of Asso- 
ciation to raise from the public. 

Issued Capital means that part of the Autho- 
rised capital w'bich is issued to the public for 
subscription 

Sttlscrilifd Capital rreans the amount of the 
issued capital subscribed by the public. 

Called up Capital refers to the amount of 
subscribed capital called up; whereas Paid up 
Capital refers to the amount actually paid up by 
\Vje on tbesbarts puitbaseti by ibtro. 

The uncalled anwunt on the sbaies subscribed is 
called tbe Beserve Liability of Shaieholdtrs. 

Reserve fund refers to the accamujaxion of 
undivided profits of tbe bank which do the work 
of additional working capital. Jt is created out of 
the annual profits for meeting contingencies and 
strengthening the financial position of the bank. 

Deposits refer to sums of money deposited by 
tbe customers of the bank either on current, fixed 
or savings b^rk accounts. They have already been 
discussed earlier in rbts chapter. 

Liability for custcmers acceptances • — It is 
a temporary habdiiy incurred by the bank in 
accepting bills of txcharge on behalf of its 
customecs. The bank in turn can get the same 
amount from its customers agaipst whom it has a 
claim. An exacily similar amount therefore 
appears on the Assets side under the caption 
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In fad, as said above, cheques are the most preva- 
lent form of media of exchange in these countries 
and even in India in the big industrial and com- 
mercial centres like Calcutta, Bombay, Delhi, 
Cawnpore etc., cheques have come into general 
vogue as a popular and economical form of 
medium of circulation and exchange, 

A Negotiable Instrument, as per the English 
Bills of Exchange Act, has been defined as a 
''document in irriting which by endorsement and 
delivery, or by mere delivery, passes the fn'l title 
to the benefit of the instrument to the transferee, 
who takes it lonajide, and for value, irrespective 
of any defect in the transferor's title, and upon 
which the holder in due coarse cm sue in bis own 
name." According to the Indian Negotiable Ins- 
truments Act, a negotiable instrument means a 
promissory note, bill of exchange, or cheque 
payable either to order or to bearer. Besides these 
three instruments, the Law Merchant or mercantile 
usage recognizes other documents also as coming 
within the category of negotuble instruments e. g, 
Hundies, Bills of Lading, Dock Warrants, Delivery 
Orders, Share Certificates, etc< But there is one 
fundamental difference between these docanaents 
and the first three, and n is that the bolder of 
these documents can sue ia his own name and 
recover the debt, but he cannot get a bitter tide 
to them than the transferor. O.i the other hand, 
the holder in due course of a cheque, bill of 
exchange and proTussoiy note acqaices a good, 
title to the instrument, uo mitter whether the 
title of the transferor is good or defective. Tait 
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is -tThy thfy are popularly termed as semi or quasi 
regouable instrumepts. A consideration of the 
above defininona brings oat clearly the salient 
features of the negotiable instruments. 

Firstly, it is an instrument * , e» it ts in tcritin^ 
and not oral. 

Secondly, ihe property tn it passes from 
hand to hand either by deUvery^ if it is payable to 
bearer, or by indorsement coupled with delivery, 
if payable to order. 

Thirdly, the transferee who takes it in good 
fa*th and for a valuable consideration acquires a 
good titU irrespective of the transferor's title being 
atfettive. 

Fourihly— TAtf holder in due course can sue 
upon it in his oien name. 

Holder in due course t — A holder indue course 
is a person nbo takes a bill complete end regular 
on 'the face of it, before it is overdue, 
and for value, without noticing any defect in the 
title of the transferor, and upon which he is liable 
to sue in his own name. According to the Indian 
Negotiable IrstrumentsAct, a bolder in due course 
means any person, who for consideration, became 
the possessor of a promissory note, bill of exchange 
or cheque, if payable to bearer, or the payee or 
indorsee iheteof, if payable to order, before the 
amount mentioned in it became payable, and with- 
out having sufficient cause to believe that any 
defect existed in the tide of the person from 
whom he derived his title. Formerly the holder 
' in due course referred to ‘the bona fide holder for 
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valus without notice’ — a statement which though 
long and cumbersome was nonetheless self-explana» 
tory. An analysis of the definition brings out 
clearly ihe chief features of a holder m due course 
as distinguished from a mere holder for value. 
To be a holder in due course, and to be entitled to 
the privil ges thereof, the holder of the bill must 
tnk». it before its maturity, he must take it only 
when It !■> cnmidete and re-fular in form^ he must 
take it in aand fiUk^ and he must t-^ke it /or a 
valuable consxderattov eUher past or present, and 
he must have no reason to beh'ece that the title of 
the transferor is defective- Unaer these circums- 
tances his tide is quite free from defects in the 
transferoi’-' title and he can sue upon thehxUin 
his own name. 

A holder for value is not the same thing as 
a holder in due course. A donee of a bill, ‘for 
example, is a holder but not a holder m due course, 
because he h^s not taken the bill for a valuable 
consuieratiun, or in other words, he has not himself 
paid value for it ; his title is not better than that 
of the transferor, and he cannot sue upon the bill 
in his own name. However, if the donor is a 
holder in due course then the tide of the donee 
will he good A holder must act honestly, and 
with diligence and care. Sec, 58 of the N. I. Act 
further clenrs the position of the holder indue 
course as follo»s 

, “Wh‘n a negi liable instrument has been lost 
or his been obtained from any maker, acceptor or 
holder thereof by means of an offence or fraud 
or ior an unlawful consideration, no possessor or 
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endorsee, who claims through the person who 
found or so obtained the instrument, is entitled to 
receive the amount due thereon from such maker, 
acceptor or holder, or from any party prior to such 
holder, unless such possessor or indorsee is, or 
some person through whom he claims was, a 
holder thereof it due course.*' 

Ordinarily speaking theft or forgery gives 
no title, but in case of a bearer instrument the 
transferee, if he takes it m good faith and for 
a valuable consideration, as also, others who 
claim through him, acquires a good title. The 
same is true m case of the 6nder of a lost instru- 
ment. However, if the instrument is payable -to 
order, no transferee getting n through the 6nder 
or the thief or the forger, will acquire a good 
title. 

Oegue:— A cheque is a B/E drawn on a 
specifira banker pryable always on demand. Ac- 
cording to seciKin 6 of the N. I. Act, “A cheque 
is a bill of exchange drawn on a specified banker 
and not expressed to be payable otherwise than on 
demand.’' Whereas a Bill of Exchange as per sec. 

5 of the same Act is **an instrument in writing con- 
taining an unconoitionil order, signed by the maker 
directing a certain person to pay a certain sum of 
money only to, or to the order of a certain person 
or to the bearer of the instrument." Hence, a 
cheque may be defined as an unconditional order 
in writing adaressed by the customer of the bank, 
requiting the latter to pay a sum certain in money 
to or to the order of a certain person, or to the 
bearer thereof, on presentation of taat orjer. Toe 
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presentation, however, mast be made within six 
months of the date of issue, and that too, on busi- 
ness days daring business hours. The business 
hours are from 10 A. M. to 3 P. M. on other days, 
and from 10 a. m. to 1. p. m. on Saturdays. 

While elucidating the definition of the bill of 
exchange, the Act gives the following explanations: 
*‘A promise or order to pay is not 'conditional’ 
within the meaning of this section and sec. 4, by 
reason of the time foe payment of the amount or 
any instalment thereof being expressed to be on 
the lapse of a certain period after the occurrence of 
a specified event which, according to the ordinary 
expectation of mankind, is certain to happen, 
although the time of its happening may be uncer- 
tain.” For example, a bill payable on the death 
of a certain person is in order, whereas that on the 
marriage of a certain person is not, because he may 
not marry at all in bis life, but death is sure to 
happen some day. Further, “The sum payable 
may be ‘certain’ within the meaning of this section 
and sec. 4, although it includes future interest 
or is payable at an indicated rate of exchange, 
or is according to the course of exchange, and 
although the instrument provides that, on default 
of payment of an instalment, the balance unpiid 
shall become due/’ “The person to whom it is 
clear that the direction is given or that payment is 
to be made may be a certain person, within tne 
meaning of this section and sec. 4, even if he is 
misnamed or designated by description only.” For 
example, a cheque payable to the Games Superin- 
teodeotof a College, or to Principal, or to the 
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Head Master of a School, or Treasurer of an 
association or a club etc, ma^ be regarded as 
payable to a certain person. Further even if the 
person is misnamed or designated by description 
only, the cheque will not be out of order on this 
very score. ' 

Essentials of a Cheqae 

1. It must be an instrument t. e. tt must be in 
toriting and not oral. It may he written hy fen 
or pencil ’or may he typewritten or printed, hot 
in order to prevent unauthorised alterations tvhicb 
Can be easily made by an erasure, and can be 
detected with great difficulty, and in order to avoid 
risks, the hanker should not accept cheques written 
in pencil, 

2. The instrument rrntst contain an uncondi- 
tional order. An explanation of the order being 
cincondiiional has been given above. But it must 
be remembered that if the msiroment contains an 
order to do something more in addition to the 
payment of an amount expressed clearly it 
will be a conditional order, and hence not a 
cheque. 

3. It must be drawn upon a parixcnlar 
banker and not on any person or a debtor. As 
regards bank’s drafts there is a difference between 
English and Indian Law. According to the 
English law the drawer and the drawee must be 
two distinct persons and therefore the bank draft 
will not be regarded as a cheque. But in case of 
Indian Law it is not so, and therefore, drafts from 
the bead office of a bank to its branch and viea 
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generally treated as learer cheques. But cheques 
dravm payable to impersonal payees such as * Income 
Tax or orrfer’ must on no account he treated as 
payable to hearer. Such^cheques require the en- 
dorsement of the Income tax Collector or some other 
Income tax authorxty authorised to receive pay' 
ment of such cheques. Cheques drawn to 'self* 
are payable to the drawer. If the cheque is made 
payable to a certain payee only, the irord ‘only^ 
must be added after bis name and the words ‘Order^ 
or *bearet* should be struck off. 

Amount s — It has already been stated that the 
amount of the cheque must be written clearly 
and legibly both in words and figures so as to avoid 
mistakes. While writing the amount the drawer 
must take care that he does not leave sufficient 
space in between the Rupees and the amount at 
both the places, otherwise there is a n«k of the 
amount being increased by a fraudulent holder in 
such a manner that it cannot be delected Similar- 
ly, no space should be left cut between the dash 
and the figure. U the pa>ing banker is unable to 
find out any alteration in the amount after exercis- 
ing due care and diligence and pays the aliered 
amount, he shall he entitled to dehit the account^ 
of the draicer with the amount enhanced. It is 
in order to avoid such a possibility that the 
drawer writes phrases hke ‘Under two hundred 
rupees' or ‘Below rupees five hundreo' on the 
face of the cheque or across it, or belter still, 
the amount is perforated by a perforating machine 
or protectographs and special papers are u'td. 
Further, the amount both in words and figures 
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with them and the same is stamped on every page 
of the cheque book. This practice facilitates the 
finding out of the name of the drawer, whenever 
there is a fear that the signaUite is not genuine, or 
that it does not tally. In case of illiterate persons 
cheques can be signed or endorsed by means of 
marks witnessed by a person known to the banker 
in his presence. Such a witness should not be the 
employee of the bank. Similarly m case of serious 
illness the mark of the sick man should be witnessed 
by his doctor, who should give a certificate that the 
drawer was too lU to sign the cheque, 

A cheque cn tehich the signature of the drawer 
has been forged is known as a forged c^eQue. H 
the banker pays such a cheque be cannot debit 
the account of the customer wnb the amount so 
paid, but will have to bear the loss himself. Even 
if the banket exercises due care and diligence and 
IS unable to detect the forgery, he incurs a personal 
liability. The banker has no statutory protection 
if he pays a cheque with forged signature of the 
drawer, howsoever care and diligence he may have 
exercised, because in that case “he has no legal 
authority form his customer to part with bis 
funds,’’* If the drawer has contributed through 
his negligence to the commission of the forgery e g., 
by not keeping the cheque book under lock and 
key as required by the banker, the banker is exone* 
rated from liability, provided he made the payment 
in due course and without negligence. The onus 
of proof that he has acted in good faith lies on the 
shoulder of the banker. 

*Tannan: Law and Practice ^ Banking, p, 230 
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Parties to a cheque: — There are three parties 
to a cheque, the drawer, the drawee, and the payee. 
The drawer is the customer of the bank who writes 
out the order to pay ; the drawee is the bank on 
whom the cheque is drawn; and thepa^eeh the 
person to whom the cheque is payable. 

The primary liability on a cheque is that of 
/ the drawee on whom it is drawn, but the drawer by 
drawing and negotiating the cheque incurs a 
contingent liability, and it is that, in the event of 
dishonour by the bank, the holder in due course 
can claim from him as well as from every previous 
endorser, provided the bolder in due course was 
not guilty of not presenting the cheque within a 
reasonable time during business hours, and that 
the banker had no sufficient funds to the credit of' 
of the drawer. If the funds were sufficient to meet 
the cheque, but the holder did not present it within 
reasonable time, and the banker in the meantime 
faile, he cannot proceed against the drawer, but 
will claim as a creditor of the bank and will get 
in composition like oiher creditors. To make his 
claim valid the holder in due course must give a 
due notice of dishonour to all the previous parties. 
The contingent liability being in an ascending 
order the ultimate responsibility is that of the 
drawer. 

Cla'is'fication of cheques x — Cheques are usual- 
ly classified into an order or a bearer cdieque, and 
again, in an open op a crossed cheque. An order 
cheque is one which is made payable to a certain 
person or to his order and, before itcan be negotiat- 
’ edfulher, it must be endorsed by the payee and 
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delivered to the transferee. For example, a cheque 
payable to Rameshwar Swatup must be signed by 
him on the back, after the direction as to whom it 
is to be paid, before it can be negotiated. On the 
other hand a Bearer cheque is one which is pay- 
able to anybody who presents it across the counter 
of the bank and which can be negotiated only 
by delivery. However, as a matter of banking 
practice the bearer is required to sign bis name on 
the back of the cheque before be can be given the 
amount. It is done only as a safeguard. 

An open cheque is one which can be presented 
by the payee or bis messenger in person to the 
bank on whom it is drawn and which can be cash* 
ed across the counter. It doss not bear any cros* 
sing. To open a cheque, therefore, means to cancel 
the crossing on it and such a change must be 
initialled by the drawer. Such a cheque is, how- 
ever, very risky, because if it is lost, anybody can 
get It cashed over the counter, if it is a Bearer one, 
and even if it is an order cheque, it can be easily 
cashed by forging the endorsement on it. A bear- 
er cheque is therefore very unsafe as fraud can be 
easily committed on it and an Order cheque is a 
bit safer, 

A crossed cheque is one which bears two trans* 
verse parallel lines across its face with or without 
certain words in between. It is much safer than 
an open cheque inasmac*h as the amount of the 
cheque cannot be obtained by any body over the 
counter on presentation by him ; it must be pre* 
sented through a bank, and hence the chances of 
forgery or fraud are minimised. 
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Crossing is of two kinds ; (a) General and 
(b) Special. In the first only two transverse paral* 
lei lines with or withont words like, Co.” “Not 
Negotiable.’’ “Under Hundred Rupees’’ etc, are 
drawn across its face, the effect of which is that 
the amount of the cheque will be paid through a 
bank only. Whereas in the second case, in addi- 
tion to the two transverse parallel lines with or 
without words *Not Negotiable’ the name of a speci- 
fied bank is written in between the lines, the effect 
of which is that the drawee bank will make the 
payment only to the bank whose name is mention- 
ed in the crossing. Soch a specially crossed cheque 
is still safer than the generally crossed one. Some 
times in addition to the crossing on it, a cheque- 
beats the phrase ‘Account Payee only’. The signi* 
ficance of this phrase is that the amount is not 
only to be paid through a bank, or through the 
particular tenk named in the crossing, but that the 
amount should not be paid at all ; it most be kept 
to the credit of the account of the payee in the 
boobs of the collecting bank. It is still safer than 
a simply specially crossed cheque. 

Not Negotiable : — The words ‘Not Negoti- 
able’ may form part of any crossing, and when 
they appear on a cheque with a crossing they take 
away its futher negotiability but not its transfera- 
bility. A cheque marked ‘not negotiable’ can be 
transferred only to a known party, and even then the 
transferee cannot have nor give a better title than 
the transferor from whom he took it had. These 
words constitotea wain'jDgtothe transfeiee to beware 
of the transferor. Ordinarily speaking the holder 
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j'n due course of 3 cheque is free from any defect 
in the title of the transferor, but when a cheque 
is marked 'not negotiable* this immunity of the 
holder in due course from the defects in the title of 
the transferor is destroyed. Even if the holder 
has paid value for the cheque and has taken it in 
good faith, he cannot claim on it from the drawee 
bank, if the title of the transferor is defective. If 
by inadvertence or oversight the drawee bank pays* 
the amount of the cheque to its holder, and it is 
found that the cheque was stolen by the trans- 
feror, then the amount of the cheque will have to 
be returned to its original rightful owner'’. If the 
words ‘Not Negotiable’ do not form part of a 
crossing, they do not restrict the negotiability of 
the cheque and lose their significance. Thus, it 
IS clear that a cheque marked ‘not negotiable' and 
crossed specially with the phrase ‘Account Pajee 
Only’ is the safest possible cheque. 

It may be useful to point out here that a 
‘Bearer’ cheque can be made safer m the following 
ways 

1. By changing it from ‘bearer* to ‘order.’ 

2. By restrictive endorsement. 

3. By crossing it generally. 

4. By crossing it specially, 

*‘‘'The tfeet 0/ adStnff the icords *not nepotiabU’ to 
a cheque i» riot to trans/fr,but to perpetuate znthe 

hanit of any traniferee vihaXew defect or ttifirmtiy of title 
may affect the perion uTioffret transferred the cheque tcUK 
those words on tt” Lord Malttbury. 
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5. By marking it ‘Not negotiable’ in addi* 
tion to crossing. 

6. By requiring the amount to be credited 
to the account of the payee only instead pf being 
given to him or to his agent over the counter in 
addition to special crossing and ‘not negotiable’. 

Mutilated cheque * A mutilated cheque is one 
which IS torn into pieces and pasted together. If 
the drawer accidentally tears a cheque mtP two he 
should paste the parts together again and write 
across the back “accidentally torn” and sign it. 
A mutilated cheque on which the figures cannot 
be read clearly will not be paid by the banker. 

If it is mutilated by the holder or the payee 
by mistake, confirmation by the drawer a gua- 
rantee by the payee's banker should be obtained. 

If a mutilated cheque is presented for payment 
without the eonfirmat%on of the drawer, the paying 
banker should return it marked “Mutilated Cheque.’ 
What IS required in this case is that a mutilated 
cheque should either bear the confirmation of the 
drawer, or if the mutilation has been accidental 
by the payee, the confirmation of a banker. A 
[third person’s confirmation to the mutilation will 
not protect the banker from loss, should it be 
proved that the drawer has cancelled the cheque 
by tearing it up. 

Marked cheque : A marked cheque is one which 
is initialled by the drawee banker usually when it 
is presented after business hours signifying thereby 
that he has sufficient funds to the credit of the 
drawer and that it will be honoured when piesented 
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for payment on the following bnsiness day or within 
a reasonable time. Sotnetimes words snob os 
"Good for payment if presented before......” are 

inserted. The effect of marking a cheque is to give 
EXAMPLES OF CROSSING 
Special General 



jiMcJ, cfoitingt are wuallt/ tn vogue, (heg have 
T50 jfatuSofy ianrtiort. 
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it an additional reliability or currency by adding 
on its face the credit of the dratree banker to that 
of the drawer 

Cheques are marked (a) at the instance of the 
drawer, (i) at the instance of the payee, (c) at the 
instance of a collecting banker. (1) If a cheque is 
marked at the request of the drawer or the customer 
the drawer cannot countermand or stop payment 
of the cheque without holding himself liable to 
indemnify the banker for any loss he may suffer by 
his stopping payment afterwards, (2) The marking 
•of cheques at the instance of the holder is quite 
common in America and not in India or England. 
Marking in such cases does not constitute anything 
mote than an intimation that at the time of 
marking, the banker has a sufficient balance, to the 
credit of the drawer, A better practice under suchi 
Circumstances is to obtain from the banker a bank 
draft in exchange for the cheque. (2) Cheques 
are most commonly marked at the request of 
the collecting banker, when they are received 
too late in the day for clearance through the usud 
channels. In such a case marking constitutes a 
constructive payment as it imposes an obligation 
on the drawee banker to pay the cheque when 
presented and the drawer cannot effectively stop 
payment. There is a conflict of opinion on it. ' 
Lo^tcheqtiei — If a cheque is lost the holder 
can obtain a duplicate from the drawer on giving 
a guarantee to indemnify him in the event of a 
loss. Immediately a cheque is lost, the holder 
should notify all parties to the cheque, and request 
the drawer to issue a duplicate, and to give a notice 
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to the drawee banker to stop payment. The 
holder cannot directly notify the drawee banker to 
stop the payment because there is no contractual 
relationship between them. The drawer should not 
issue a duplicate without proper indemnity, because 
if the cheque is a bearer one or an order cheque 
duly indorsed but not crossed ‘not negotiable’, and 
the finder transfers it to a person who takes it in 
good faith and for value, the drawer can be 
compelled to pay to such a transferee. Hence, the 
drawer would have to honour both the original and 
the duplicate and so requires an indemnity, on 
which he can recover, if necessary, the loser of the 
cheque bearing the loss. The bolder of a lost bill 
-can not claim payment on it, if the original has 
been paid. 

Sometimes a cheque is sent through the post 
-and lost in transit, therefore, it is desirable to send 
cheques through registered post with special 
crossing, Loss of cheques m transit raises a very 
interesting point of law as to the liability for it. 
Briefly stated the liability rests balween the sender 
and the person to whom it is sent ; and the deter- 
mination of the liability depends upon the answer 
to the question as to which party makes the post 
office Its agent If the drawee sends it by ordinary 
post without an express teqiest from ins payee, 
then he must take the risk of his remiiianoe 
not arriving safely or at us destination, bjciuse, 
Primj fade the post office is actiug as nis agent. 
On lbs other hand, if the chsquj is sent through 
the post offi:e at the defiiits request of the piyee, 
then the post office becomes his agent, delivery to 
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it amounts to a constructive delivery to the payee 
himself, and as the property in the cheque passes 
to him as soon as it is post^t he must suffer the 
loss, if the cheque falls into the hands of a thief 
who succeeds in getting payment for it from the 
drawee banker. It applies to dividend warrants 
also. 

Material Alterations on a cheque A cheque 
is said to be altered matenally when on account 
of a change in date, place of payment, amount or 
the parties, it ceases to speak the same language in 
legal effect as originally intended. Such an alte- 
ration changes the legal identity or character of 
the cheque, either in terms, or the relation, of the 
parties thereto, and makes it void as against any 
party which does not consent to it, unless it is made 
to carry out the common intention of the original 
pjanies. Such a materially altered cheque may not 
be regarded asa chequeat dll. It is clear, therefore, 
that such an alteration made by an endorsee with* 
out the consent of the endorser discharges the latte® 
from all liability to him. A cheque which is 
materially altered with the consent of all the parties 
becomes a new cheque. The following changes 
ate thought to be material alterations 

(а) Change of the date and, therefore, of the 
time of payment ; 

(б) Change m the amount of the cheque ; 

(c) Change in the medium of payment ; 

(d) Change in the rate of interest or of 

exchange ; 

Q!.a.ug,e. iu die pla«e of pa-ymeo-t.; 
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(/) Change in the numbat or relation or legal 
character of the parties ; 

{g) Change from order to bearer ; 

(H) Change from special to general crossing. 

In the following cases, however, the holder of 
an instrument is not liable for any material 
alterations: — 

(o) When he changes a blank endorsement 
into a special one ; 

(&) When he crosses an open cheque ; 

(c) When he crosses a generally crossed cheque 
specially ; 

(c?) When he adds the words ‘not negotiable’ 
to a general or special crossing ; 

(e) When the banket crosses a specially crossed 
cheque to him for collection to another 
banker. 

All material alterations on a cheque require 
;he Signature or initial of the drawer to confirm 
them. If there ate more than one drawer, then 
all of them must sign or initial the changes. 
The drawee bank must see carefully that all 
such changes have been initialled or confirmed by 
the drawer and been made with bis consent or 
authority. If the alteration is not apparent and 
he pays the cheque in good faith and without negli- 
gence, the payment is held in order.® Except an 
alteration of the date all material alterations shoiild 
hear the full signature of the draicer. Full signa- 
ture of the drawer on all material alterations, 

* Davar'i Law & Praettceof Banking, p. 36 69, 



138 


BA3JK1NG 


however, is preferable. A banker would usually 
teturn the cheque if material alterations ate not 
authenticated by full signature of the drawer, 
initials being liable to be forged, especially as a 
specimen of initials is not recorded and the banker 
is not accustomed to know them. Material altera- 
tions invalidate a cheque. If a materially altered 
cheque is paid without the drawer’s consent, the 
banker does so at his own risk. 

' Endorsemeats 

One of the chief characteristics of a cheque is 
its uegotiabiUty or transferabilviy of ownetship 
and property in it by delivery or endorsement 
and delivery. If the cheque is a bearer one its 
properly is transferred to the transferee by mete 
delivery, but if it is an order cheque, it must bs 
endorsed before its property can be transferred to 
another person on delivery to him. This endorse* | 
ment is the act of signing one’s name on the back 
of a cheque with the intention of transferring the 
property in it to another person and delivering it 
to him. Mere signature wuhout the intention of 
transfer and delivery of the cheque to the transferee 
does not constitute an endorsement. And net 
delivery implies the acceptance of the cheque by 
the transferee, so that if the endorsee does not 
accept it there is no valid endorsement. If a 
principal signs a documeni and delivers it to his 
agent for safe custody it is not endorsement. For 
the same reason if A indorses a cheque to ^ and 
before he delivers it to him A dies, then the cheque 
must be endorsed again by his legal heirs, execulors 
or adminisirators before it can be negotiated to 
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The N. I. Act defines endorsement as follows : 
“When the maker or holder of a negotiable 
instrument signs the same otherwise than as such 
maker, for the purpose of negotiation, on the back 
or face thereof or on a slip of paper annexed 
thereto he is said to endorse the same and is 
called the indorser/’ The emphasis in this defini- 
tion is on the word negotiation which is quite 
different from transfer^ The transfer of a thing 
from one person to another means a mete physical 
transfer of the thing but not its legal ownership, 
which remains vested in the transferor. But 
in case of a negotiation there is a transfer of the 
properly in the thing transferred to the transferee’ 
who by Its virtue can sue upon the thing in his 
own name and recover its value. Hence, the mere 
transfer of a negotiable instrument by the customer 
of a bank for safe custody does not lead to the 
transfer of property in it to the banker and there- 
fore it is not an endorsement. Then the endorse-’ 
ment may be on the back or face of the cheque or' 
it may be on a separate piece of paper attached 
thereto. As a general custom, endorsement is 
usually on the back of the cheque but it is 
lawful to ha\e it on the face as well. When the 
back of the cheque is filled up with endorsements 
and there is no space left for further indorsements, 
then a slip of paper preferably of the same size, 
may be attached to it and the first endorser on 
the slip should so sign his name as to let the half 
of It appear on the attached slip and the other 
half on the mam instrument, so that, if per chance 
it IS detached from the instrument, it may not be 
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affixed to a cheque of higher or lower amount. 
Such a' slip is technically known as ‘Allonge’. 

Endorsement can be made either by a bolder 
or by his duly authorised agent, who must sign as 
to incur no personal liability, and if he is granted 
a' power ‘Per Pro.* or ^For’ to the name of the 
principal and then sign it. If the holder is a joint 
stock company, then, it being a fictitious person^ 
the endorsement must be done by the duly 
authorised director or secretary of the company 
who should also prefix *for* or ‘per pro’ to his 
signature. In case of a firm any partner can make, 
'draw or endorse an instrument but usually the 
work i^entrusted to one or two partners. A minor 
can make, draw or endorse an instrument to bind 
others without incurring any personal liability on 
it, A bill can be negotiated indefinitely until it is 
discharged by the drawee ot the acceptor, but not 
afterwards. 

Endorsement can be made with a pencil or 
with pen and ink, but as a general rule, the 
bankers do not accept endorsements in pencil. 

Broadly speaking, endorsement is of two 
kinds: Blank or General and Special or Jiill- A 
blank or general endorsement is one in which the 
endorser only signs bis name and does not direct 
to whom the amount is to be paid e. p., a cheque 
payable to Shiam Narain may be signed by him 
on its back as'SbiamNaram*. The effect of such 
an endorsement is to change an order cheque into 
a bearer one. Whereas a Special or Full endorse- 
ment is one ,in which the endorser not only signs 
his name, but also gives a definite direction to the 
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drawee banker ihat he should pay the amount of 
the cheque to a certain person or to his order 
named by him e. g , if» in the first case, Mr, Shiam 
Narain writes ‘Pay to Ram Narain’ and signs his 
name beneath it, then the endorsement is full or 
special. 

Besides these endorsements, however, there 
are other kinds of endorsements as well jRestrtcttve 
endorsement is one which restricts or limits the 
further negotiation of the cheque or prohibits or 
excludes expressly its negotiation by the endorsee 
or makes him merely an 'agent to do as directed 
by the endorser; c. g., if Shim Narain writes 
'Pay to Ram Naram and him only’ or ‘pay Ram 
Narain for my use^ or ‘The within must be credited 
to Ram Narain’ or ‘Pay Ram Narain for the 
account of CJma Shankar* etc. 

Sans Recourse Endorsement means viithout 
recourse endorsement : An endorser by putting his 
name on the back of a cheque guarantees to his 
endorsee that at the time ot its delivery he had a 
valid title to it and that the cheque was genuine 
in every particular. He therefore incurs a contin- 
gent liability, and it is, that in the event of dis- 
honour he would pay the amount of the cheque 
to the holder m due course if called upon to do so 
provided that a due notice of dishonour is given 
to him by the holder. If the endorser does not 
want to incur this contingent liability, he adds to 
his signature the words 'Sans Recourse’ or ‘With- 
out recourse to me*. Then the endorsement is 
called Sans Recourse endorsement ; e. p., 
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Pay Hari Shankar or order 
Ram Kishore (Sans recourse) 

Sometime the endorser adds some condition to his 
liability or makes it dependent on the happening 
of some event or the receipt of the payment by 
the endorsee is made dependent upon an event either 
precedent or subsequent, e. g., ‘Pay to Ramesh if 
he returns from America within six months’ ; or 
‘Pay to Ramesh when heattainsthe age of majority’^ 
Such indorsements are called concftttonaf. 

Partinl t— When the endorsement intends to 
transfer only a part of the amount to the endorsee, 
it is called a partial iTidoisement. But Mch in* 
dorsemeni does not operate as a negotiation of 
the bill. The endorsement roust be of the entire 
bill to be valid and lawful. It may honever authorise 
the endorsee to get tbespecided amount.’’* 

Facultative endorsement is one in which the 
endorser waives his right to gel a notice of dis* 
honour to which he »s entitled from a bolder in 
due course. In the event of dishonour of a bill 
the holder is required to give a notice of dishonour 
to all the^ parties prior to him in order to bind 
them for their contingent liability, failing which 
all such parties are exonerated from liability to 
him. But if an endorser has endorsed it faculta- 
tively, then the failure to give a notice by the 
holder does not free him from contingent liability, . 
e. g. Pay to Ram Chandra. 

Notice of dishonour waived, 

Ramakant Pande. 

• Datar’t Law and Practiee 0/ Banking, p. 
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While endorsing the endorser most see to it 
that he writes bis name in the same spelling as 
given in the indorsement even if it is wrongly 
spelt. However, if he likes he may sign in his 
usual way after signing in the wrong spelling; 
if a cheque bears the following endorsement: 

Pay Bindeshwari Prasad or order 
Harish Chandra. 

the correct endorsement will be 

Pay Ram Gopal or order 

Bmdeshwati Prasad 

or 

Pay Ram Gopal or order 

Bindeshwari Prasad 
Vindeswan Prasad 

But if he writes: Pay Ram Gopal or order 

Vindeshwari Prasad 
the endotsement will be incorrect and the cheque 
will be dishonoured. A cheque payable to Mrs. 
Stivastava shoula be endorsed 

Kailasb Snvastava or K. Siivaslava. 
but one payable to Mrs, J. P. Snvastava should be 
endorsed. 

Kailash Snvastava, wife of J. P. Snvastava. 
A cheque payable to The British India Corporation 
Ltd., should be endorsed as. 

Per Pro. The British India Corporation Ltd. 
R. Menzies, 

Managing Director. 
A cheque payable to two sisters jointly must be 
endorsed by both individually. A cheque payable 
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to a woman received before her marriage should 
be endorsed by her as follows : 

James Jackson nee Dorothy. 
A cheque payable to an illiterate person should be 
endorsed: 

( His thumb impression or mark ) 
Witness; Ram Bharosay, 

11/207 Souterganj, 

Cawnpore. 

A cheque payable to the trustees of a deceased 
person should be endorsed by all the trustees on 
bis behalf. Similarly a cheque payable to a man 
who dies before endorsing should be endorsed by 
his legal representative on hts behalf. It is not 
necessary to wnce the Christian names in full but 
the initials must tally with the Christian name. 
Complimentary or courtesy titles like Baba, Lala 
Mr , Esquire, Miss, Sir, Dr. etc. are not written in 
endorsements. 

Payment of Cbeqnes 

When a banker opens a current account for 
a customer he undertakes to meet all cheques 
drawn by him, provided they are presented within 
a reasonable time and there are sufficient funds 
to his credit, and there are no irregularities on the 
cheque. In fact it is one of the implied condi- 
tions of the contractual relationship of debtor and 
creditor between the two parties. But this duty is 
also imposed by the N. I. Act, which lays down 
that “the drawee of a cheque having sufficient 
funds of the drawer m his hands, properly appli* 
CjJaJfttathA payment of such cheque^ mast pty 
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the cheque when duly required to do and in default 
of such payment must compensate the drawee for 
any loss or damage, caused by such default.” And 
by mutual agreement this implied obligation may 
be extended to not only the amounts deposited hy 
the customer but also to overdrafts granted by the 
bank. Moreover, the banker must have reasonable 
time to collect cheques sent to him before the 
drawer may be allowed to draw upon them. Thi^ 
obligation, however, does not prevent the banker 
from refusing to pay the cheque if it is not on 
popular form or is an ambiguous instrument or if 
the state of the customer’s account does not 
permit of its being honoured. There are sliU a 
host of other circumstances and limitations in 
which a banker is justified in dishonouring the 
cheques of his customers. But the banket must be 
very careful in dishonouring cheques of bis custo* 
mers, because if he dishonours a cheque through 
negligence or inadvertence he may be called upon 
to, pay substantial damages to his customer, if 
there were sufficient funds to meet it. The reputa- 
tion of the customer is tarnished by dishonour of. 
a cheque, and therefore, if there is a wrongful 
dishonour, the customer can claim damages or 
compensation. On the other hand, if he honours 
a cheque by mistake or oversight, when there is no 
sufficient fund to do so, he may lose the amount. 
Thus, a banker runs a very great risk is making 
payment on cheques. He must be very chary and 
cautious to safeguard his position and must not 
open an account for any customer without 
satisfactory introduction or references. Still while 
paying cheques he must take into consideration the 
following important points 
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1. Whether the cheque js an open or a crossed 
cheque. 

2 Whether it is drawn on the particular 
branch at which it is presented. 

S. Whether it is dated on a Sunday, or 
undated, or ante-dated or post-dated. 

4. Whether it Is drawn in proper and regular 
form. 

5. Whether the amounts in words and figures 
agree. 

6. Whether there are sufficient funds or 
not. 

7. Whether the signature of the drawer is 

genuine. 

8. Whether the endorsements on the cheque 
are in order. 

9. Whether the cheque is mutilated. 

10. Whether it is stale. 

11, Whether there are any material alteratiaos, 
and if so, are they confirmed by drawer s 
initials OP signatures or not. 

Under the following circumstances the banker 
will be justified in dishonouring cheques without 
any risk of compensation to the drawer: — 

1, When amount in words and figures differs. 

2 , When funds are not sufficient or the 
' cheque is for an amount higher than the 

amount of the overdraft. 

3, When material alterations are not initialled 
by the drawer. 
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4. When the form of the cheque is not 
regular. 

5. When endorsements ate irregular. 

6. When the cheque is mutilated. 

7. When the cheque is undated, or post* 
dated, 

8. When it is a stale cheque. 

9. When a crossed cheque is presented over 
the counter. 

10. When the drawer’s signature is not similar 
to the specimen signature. 

11. When effects are notcleared r‘. e.) cheques 

have not been collected. 

12. When the account is closed. 

To avoid misunderstanding bankers usually 
set printed slips with a detailed hsi of answers for 
dishonouring! number them! and the number of 
the answer is refected to as the cause of the dis* 
honour. The following are some of the usual 
remarks on such slips; — 

R. D. Refer to drawer. 

N. S, Not sufficient. 

N, F. No funds, 

N. E. No effects. 

E. N. C. Effects not cleared. 

W. & F. D. Words and figures differ, 

E. I. Endorsement irregular. 

D. D. Drawer deceased. 

N. A. No account. 
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Post-dated. 

Odt of date. 

Draper’s signalore differs. 

Under the following conditions the banker 

must refuse to honour ihe cheques of his customer*.— 

1. Drainer* s countermand i The obligation and 
authority of the banker to honour bis casto* 
mets* cheques ate determined by the drawer’s 
stopping the payment. On receipt of such a 
notice the banker must stop payment other- 
wish he will lose. However, if the drawer stops 
the payment by a telegram, the banket may 
requite confirmation. 

2. Draicer's death t The banker mast be daly 
notified as CO the fact of the drawer's deatbt 
otherwise, if be pays a chtque issued before 
the death of the drawer after bis death, he can 
lawfully charge tbe account of the customer 
for want of a due notice. It is not the fact of 
death but tbe receipt of notice of death that 
effectively stops the banker's right to pay 
tbe cheque. 

3- Insolvency of the customer • If the drawer’s 
liabiJities become greater than his assets he is 
said to be insolvent I( he is duly adjudicated 
asljankrupt by a court of law, and the banker 
gets a notice of a receiving order having bten 
made against the customer, or of an act of bank- 
ruptcy by the customer, he must stop payment. 

4. Customer’s Insamty l If the customer becomes 
of unsound mind so that he is totally incapable 
of forming a rational judgment of his action 



and ibe banker has learnt of it he mast stop 
payment of all cheques. However, cheques 
issued prior to his insanity ace valid and the 
payment of the same will be in order. 

5. Gamhhee Order : It is an injunction order 
issued by a court of law attaching the funds 
of the cnstomer in the custody of the banker 
and requiting him not to honour any cheques 
drawn against them. On the receipt of such 
an order the banker must stop payment 
of cheques. 

Payment in due course' When a banker has 
taken all precautions and considered all the points 
enumerated above and pays the cheque in due 
course he can legitimately debit the account of the 
customer with the same. The N. I. Act has 
defined payment in due coarse as follows - 

“Payment in due coarse means payment in 
accordance with the apparent tenor of the ins> 
trumenl, in good faith and without negligence, to 
any person in possession ihsceof under circums- 
tances which do not afford a reasonable ground for 
believing that he is not entitled to receive payment 
of the amount therein mentioned.” Hence, pay- 
ment of a post-dated cheque is not payment in due 
course. Similarly payment of cheques with irre- 
gular endorsements, or of crossed cheques across 
the counter, of cheques bearing forged signatures 
are examples of the payment not being in due 
coarse. 



CHAPTER IX 
INDIAN MONEY MARKET 

The devejopinent of trade, industry, commerce 
and agrjcullore is dependent on a cheap and 
adequate supply of ctedtt» but a well-balanced and 
efficiently organised system of credit cannot 
develop ■witbeot its Indispensable concomitant-— a 
well-developed money market. Finance or credit 
supply is the ernx of all the economic problems of 
India, and one of the chief reasons for the lack 
of an adequate sjstem of credit to meet the 
requiremecits of the coontry is the absence of a 
thoroughly organisedi and well>developed money 
market. 

Money market is an mstitotion or organisation 
which has to do with the purchase and sale of 
money and credit or “the rights to use monej”. 
Just as there is an ordinary cloth or grain market 
similarly there is a money market in which,^ 
aUbough it sounds paiadozical, money and the 
‘rights to use money’ are regularly bought and 
sold. The sellers in this market are the banks of 
varicus kinds having surplus loanable funds with 
them to sell or discount bouses and individual 
• bankers and shreffs, and the buyers consist of 
Govts, (central, provincial, local), businessmen and 
industrialists, firms and companies, agriculturists 
and traders. The stock io trade or the commodities 
of sale in this market are cash, bills of exchange, 
prcnoles, stoc'Ks, arih knaves, buniis'Jtiti 
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bank notes, circular and other forms of letters of 
credit etc. The chief function of the money market 
is the supply of capital to finance trade, industry, 
commerce and agricuUute. It acts as a link 
between the lenders of money* and the borrowers 
thereof. Those people who have surplus wealth 
to save and invest, but are unable to find out 
Suitable investments forthemselves, and those who 
are in need of capital to undertake industrial 
enterprises and commercial ventures, are brought 
together through the agency of the money market. 
Thus, the pooling together of the small savings of 
the masses into a productive whole, and directing 
it into the productive channels, is the chief function 
of the money market. Another important function 
of the market is the stabilisation of currency and 
exchange by an effective control over currency, 
credit and banking through a central bank, and 
regolarisatjon of the cate of discount or interest 
rates by equating the supply and demand of the 
media of exchange. 

The Indian Money market Is a very loose 
organisation, not well-knit, compact and perfectly 
organised. It lacks coherence and it is a 
misnomer to call it an Indian money market. 
Till lately there has been an absence of an 
organised money market in the urban centres and 
the rural areas are still devoid of any organised 
money market. Even the loose urban organisation 
has been hampered m its usefulness on account of 
stupendous difficulties. It is difficult to say if 
India e\tn to*day possesses an all-India national 
money market. There are at least two chief 
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markets ; one at Bombay, and the other at Calcutta 
and there are several smaller money markets like 
Cawnpore, Ahmedabad, Delhi, Lahore etc. The 
Salient features of this market are ; — 

0) Ahtence of a tccft-fenti and compact organisa- 
tion. The Indian money market has got two 
sides — European and Indian. The Euro* 
pean side of the market consists of the Reserve 
Bank of India, the Imperial Bank and the 
Exchange bank and the bigger joint stock 
banks; while the Indian side consists of the 
smaller joint stock banks, the indigenous 
bankers, shroffs, and ntdhies, co*operative 
societies and the rapacious moneylenders like 
the Kabulees, the Aroras, the Multanis the 
Mahajans etc. There is a lack of co-operation 
and co-ordination among these constituents of 
the Indian money market. They are indepen- 
dent units and carry on business individually 
on their own account. These two sides together 
constitute the supply side of the market. The 
demand side or the borrowers in the money 
market here are the Governments of the various 
provinces, and the central government, the 
local self governments or municipalities and 
district boards, port and improvement trusts, 
firms and companies, the industrialists and 
businessmen, cultivators and others, who 
borrow for the performance of social functions 
like marriages. 

(t’t) The most striking feature of the Indian money 
market is the paucity of loanable funds. There 
is not capital or credit enough to go round or 
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to meet all the demands of the market. This 
is doe to theuniversalpr&valenceof thfihoarding 
hahit, the grinding poverty and indigence of 
the masseSt their %mprovidence and hopeless and 
chronic indehtedness and their ignorance and 
illiteracy. Lack of thrift and investmentT 
habit IS due to the absence of suitable 
opportunities for investments in the form of 
adequate hanking and credit facilities to 
enrich the productive fields The existing 
banks have made very few systematic attempts 
to develop the money power of the country and 
have not yet realised the relative poverty of 
the people and the conSfequent value of 
small accounts. The popularity if land 
as a form of investment among the masses and 
classes of the cohntrV) the proverbial shyness 
and timidity of Indian capital which deters 
people from Investing their surpluses in 
industrial undertakings and tbs loss of puhlio 
con^dence caused by the hanktny failures in 
the past, have prevented the mobility of 
capital from idle boards into productive 
channels. On account of these reasons the 
quantity of mobile capital avaihbis for satisfy- 
ing the needsoi tradeand tnciustryis too small. 
As pointed out by the External Capital 
Committee “Indian capital is proverbially shy, 
timid, and requires to be drawn ouc,” To draw 
out this timid capital lying idle in hoards there 
should be an all round development of banking 
and credit facilities and investment agencies to 
inculcate the habit of thrift and banking. No 
serious efforts have so far been made to 
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wean away the people from ihoarding' habit, 
(*!*) Seasonal stringency trt the money market and 
inelastic%ty of credit : Beforetheestablisbment 
of the Reserve Bank of India currency and 
credit were divorced from each other. The 
banks had no power of note issue which was 
monopolised by the Government of India. The 
capacity of creating credit by the b^nks was 
restricted by the smallness of their cash holdings 
against demand obligations. To make matters 
still worse, the cheque system or deposit 
currency had not deveJoped to a great extent 
to remove the inelasticity of the media of 
circulation. On account of this inelasticity the 
extra demand for currency during the season 
could not be met. Then the absence of a 
central bank co*ordinatmg the services of all 
credit agencies and centralising the reserves to 
tide over financial stringencies prevented the 
mobilisation of the scattered, independent 
reserves m times of emergencies. This system 
of dual control in which the supply of currency 
was monopolised by the government, and the 
banking and credit were left to regulate them- 
selves caused grave inelasticity of both curren- 
cy and credit. Wbeji the Imperial Bank of 
India came into existence it was to serve as a 
bankers’ bank and a government bank and was 
supposed to regulate banking and credit, but 
it was not given the right of note issue. It is 
true that the Imperial Bank was authorised to 
borrow 12 crores from the Government of 
India to discount seasonal bills but it was much 
below the seasonal requirements of the market 
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and hence could not appreciably help in dimi- 
nishing inelasticily and stringency. The result 
was that the bank rate used to jump up to 8 
or 9% daring the busy season, and hampered 
the growth of trade and business. But now 
Keserve Bank of India has through its mono- 
poly of note-issue and its open market operatjona 
made the issue of adduional currency auto- 
matic and relieved the sea«;onal stringency to a 
considerable extent. The Bank rate has remain- 
ed stablest 3 p. c since November 28, 1935. 

(tv) La<Jc of an organised bill market and cousa- 
quent rediscounting facilities ’> It has further 
caused tightness tn the tr.oney market. The 
commerciaj banks were notable to get accom- 
modation from the Imperial Bank on this 
account and this fact limited tbeir power of 
lending and financing business and trade of 
the country. It was expected that the Reserve- 
Bank of India will be able to develop a bill 
market at an early date and provide rediscount- 
ing facilities on account of its receiving a 
deposit of 5% and 2% of the time and demand 
liabilities of the member banks, and thus lessen 
the inelasticity of credit and monetary strin- 
gency in the busy season. But so far the 
working of the Reserve Bank has not led to the 
fulfilment of this much desired improvement, 
(v) Another important feature of the money market 
is the lack of an effective control over the 
various constituentSf their co-ordination and 
the consequent dnergence between tke 
Rate, the Bazar Rate, Ihe Imperial Bank 
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Hundi Rate and the discount rate- Under these 
circumstances the bank rate cannot be effective 
and cannot serve as an index of the monetary 
conditions of the country. The Reserve Bank 
has not been able to bring all the various credit 
agencies under its aegis. All credit agencies 
should be linked with it. 

The preponderance of the usurious money- 
lender is still another feature. Inspite of the 
co-operative credit movement being there for 
the last 35 years the money lender roles 
supreme in the countryside. He has still a 
virtual monopoly of credit supply in the village. 

(«tt) Ifio thorough study and specialisation of 
Credit in its various formst There is an utter lack 
of suitable agencies to finance the special 
needs of agriculture, industry and commerce in 
the shape of land mortgage banks, industrial 
banks and discounting bouses. 

i^viii) Lack cf development of branch hanhing s 
The development of branch banking has been 
a pronounced tendency in the post-war period, 
bat m India it is still conspicuous by its absence- 
The mofussil is not at all provided with any 
branch of a bank, while the overwhelming 
majority of the towns are also devoid of such 
facilities. 

Banking habit and thrift are still undeveloped 
and the creation of the habit of investment is one 
of the most stupendoua tasks before the joint stock 
binks of India. Mass illiteracy makes the problem 
still more difficult, whereas lack of an adequately 
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qualified technical staff and abject poverty of 
the people stand in the way of developing branch 
banking. 

A study of the Indian Money Market in its 
various aspects brings out clearly the patent fact 
that the development of hanking and credit has 
not at all been commensurate leitk the size, the 
populatioJi and the resources oj the country. Now 
that the Reserve Bank of India has been established 
it may be hoped that the defects of the Indian 
money marker will be gradually removed and in 
course of time we may have a well-organised and 
compact money market for the whole of India, 
provided all the credit’ agencies are linked with it 
and come under us supervision and control. It is 
lamentable that inspite of the working of the 
Reserve Bank for about a decade, this much 
desired and long hoped for improvement has not 
been effected as yet. 


CHAPTER X 
INDIGENOUS BANKS 

The Indian Banking System comprises the 
following Constituents 
Indigenous Banks, 

Indian joint Stock Banks, 

Imperial Bank of India, 

Co-operative and Land Mortgage Banks, 
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Post Office Savings Banks, 

Exchange Banks, and 

The Reserve Bank of India. 

Indigenous banking comprises bankers, money- 
lenders, shroffs, chetties, and nidhies engaged in a 
large variety of business in relation to agriculture, 
trade, and banking. Dr. L. C Jam has defined an 
indigenous banker as “any individual or private 
firm which in addition to making loans either 
receives deposits or deals in Handles, or both,” 
each of which functions clearly belongs to banking. 
They are a heterogeneous class performing 
different functions in different parts of tbe 
country and called by va'rious names such as 
the Bania, the Sabokar, the Mahajan and tbe 
Shroff or the Cbettiar. They also belong to 
various castes. There is a great difference between 
a moneylendeT and an indxgenous banker. A 
money-lender lends his own moneyj does not 
receive deposits, advances money either for pro- 
ductive or unproductive purposes, finances mostly 
the needs of tbe cultivator for agricultural opera- 
tions or consumption or litigation, and does not 
draw or accept Hundies. He usually combines 
agriculture, freight, and other occupations with 
money-lending. The roost fundamental difference, 
however, is that a money-lender finances consump- 
tion rather than productioni whereas an indigenous 
banker finances production rather than consump- 
• tion. The indigenous banker deals with his own 
and borrowed money, receives deposits, finances 
trade and industry, confines only to banking 
business and deals in Handles. 
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However, indigenous banks are quite different 
from, modern joint stoc\hank.s. AH indigenous 
bankers do not receive deposits, and even where 
they do, the deposits form a very small proportion 
of their resources ; the modern banks raise funds 
mostly by deposits. The withdrawals of deposits 
from indigenous bankers are in the form of cash 
and not in cheques and therefore, they do not 
create deposit currency : a modern bank, on the 
other hand, allows withdrawals to be made by 
cheques, and thus creates deposit currency. Unlike 
the modern banks they do not confine themselves 
to banking alone but usually combine trade or in- 
dustry or commission business with it. The indige- 
nous bankers deal m slock exchange speculations 
in Bombay and Calcutta share and stock markets 
Without any fear because they deal in their own 
money, whereas the modern bank scrupulously 
avoids speculative dealings. The indigenous ban- 
kers advance money on immovable property for 
long periods and conduct money-lending at high 
rates of interest but a modern bank does not do 
these things. Deposit business and discounting of 
bill IS done by them to a very small extent unlike 
banks. Whatever the defects in their methods of 
business may be, the indigenous bankers render 
very important services id financing ogricuUore, 
small and cottage industries, and the internal trade. 
Even the much maligned moneylender, who liv'es 
on the needs of his neighbours, and usually trades 
into theic necessities, is rapacious and charges 
exorbitant rates of interest, is an indispensable link 
in the rural economy of the country. He comes 
into very close personal touch with his clientele 
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and is the only financing agency available on the 
spot. 

Mature of Justness : The methods of business 
of the indigenous bankersare very cheap and simple. 
There is no costly establt<hment or regular office 
as in the rnodern banks, and the accounts are very 
simple, accurate and efficient. The village money- 
lender IS notorious for his capacity of living on 
tags. Similarly there is no system of elaborate 
formalities to be gone through before an account 
can be opened for a customer as in a modernbankr 
and hence delays in making advances are not to bs 
found. There is no regular provision for banking 
education, the knoivJedge being picked up from old 
members. They come into close personal touch 
mih small traders and industrialists, and are easily 
and alTrays accessible. They maintain a complete 
secrecy with regard to their business and do not 
believe in advertising. They do not approach the 
outside market for deposits except the Nattukkottai 
cheitiyars who are reputed to be the cleverest of 
all the indigenous bankers. In fact they are very 
shrewd and economical and sometimes carry on 
business in partnerships. 

At present there ' are three kinds of these 
banks : 

(t) those whose principal business is banking ; 

(tf) those whose main business is trading but 
they also do banking business with spare 
funds ; 

(iti) those who are both traders and bankers. 

Functions of these banl^s : No reliable statistics 
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agents, brokers, jewellers, traders and industrialists. 
They carry on speculative dealings in stocks and 
shares, in wheat, cotton, jnte and other lavi pro- 
ducts. They also draw, accept and discount hnn- 
dies and thus provide remittance facilities to their 
customers. The village money-lender finances the 
credit reeds of the cultivator on the security of 
land, cattle, ornaments, produce and personal se* 
curiiy. 

An approved list of indiccnons bankers is kept 
by joint stock banks who assign to such bankers a 
certain amcuntof credit beyond which they do not 
discount their hundies except in special circams- 
tances. During the busy season they approach the 
joint stock banks for accommodanon, otherwise 
they carry on their business mostly with their own 
funds. The Imperial Bank also provides remit* 
tance facilities to them and grants accommodation 
by rediscounting hundies endorsed by*themi 

Defects of indigenous hankers : The business 
of these bankers hardly constitutes banking in the 
proper sense of the term They combine a large 
number of businesses. Their rates of interest are 
very high and thedealmgs of some of them, special- 
ly of the money*ienders, are often dishonest. The 
absence of deposit banking with them tenders their 
funds inadequate. The financing of trade and 
industry is mostly done bj' cash credits and dis- 
counting of bundles does not occupy' so large a 
proportion of granting accommodation. This leads 
to an absence of a native discount market. They 
also suffer from a lack of proper leadership. They 
are not adequately linked with general hsnkfng 
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system and confine themselves mostly to money- 
lendingl They work independently of one another, 
and excepting a few important towns, they lack 
also m co-ordination. Recently they have formed 
associations in Bombay and Ahmedabad etc. 
They do not observe the sound principles of 
banking finance and do not publish their accounts 
to inspire public confidence. 

Causes of their recent decline : Indigenous 
bankers have been in existence from- Vedic times. 
In those early times they made loans generally 
to the poor and their rates were regulated. From 
fifth century B. C. they took to the business of 
money lending and of transfer of money m cash 
and credit instruments. Deposits r^ere accepted 
and bundles discounted. Money-changing in those 
days of heterogeneity of money was a very 
profitable business. Internal trade was financed. 
The system was highly developed ducmg the 
Moghul times. They helped kings and emperors 
in their campaigns, and there is an evidence of this 
in the fact that Emperor Furrokhsiar conferred the 
title of Jagat Seth on Fateh Chand of Murshidabad 
in recognition of his monetary help. During the 
days of the East India Co also they played a very 
important part in financing the internal and 
external trade of the country, and Lord Chve 
entertained the Jagat Seth at a cost of Rs. 17,373 
for four days. Besides financing the trade of the 
country and financing kings and emperors in times 
of war on very high rates of interest and on 
personal ‘security, they also acted as agents for 
collection of revenue from the cultivators, and on 
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account of their services to trade and industry 
and to the country acquired great power and 
influence. Some of them could compare with any 
private banking house in any other country of 
the world, and performed many functions of 
modern banks. 

But with the establishment of the East India 
Co.’s rule, European merchants and English agency 
houses deprived them of foreign exchange business 
and of the financing of the foreign trade of the 
country ; the unificauon of coinage in 1835 
deprived them of their lucrative money-changing 
business ; and the gradual establishment of joint 
stock commercial banks took away their banking 
business and financing of the internal trade, The 
Exchange banks monopoUsed the foreign trade 
financing, and the esiablishroent of treasuries 
snatched away from them ihecollection of revenue. 
The comng in of the co-operative banks, post 
office savings banks and postal cernficates has 
also taken away funds which formerly came to 
them. Then legal disabilities, higo stamp duties, 
speculative dealings, and old and antiquated 
methods have militated against their usefulness. 

Suggestions for improvement ; With a view 
to restore their pristine glory, to create confidence 
m them among the public and to improve their 
methods the Central and Provincial Banking En- 
quiry Committees have made a number of sugges- 
tions and recommendations. The method of cash 
credit should be replaced by trade biDs which will 
develop a bill market and establish a cicset connec- 
tion between the joint stock banks and the indige- 
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nous banks. They should change their methods 
of business to come in line with the modern banks, 
should publish their accounts and have them 
audited. They should either form big partner- 
ships or get themselves registered as joint stock 
companies, should receive deposits, discount bills 
and issue cheques. In this way they will inculcate 
the habit of thrift and banking in the masses, 
discourage the hoarding habit and lend money at 
lower rates of interest. 

For Unking them up with the general banking 
system the various proposals of the committees 
ate as follow 

(i) They should be linked up with the R. B. by 
being appointed as agents in those places, where 
no other banking organisation esists, with 
restrictions on their speculative dealings to 
avoid risks. 

^ii) They should be treated as member banks on 
the approved list of the R. B., subject to 
certain conditions, and on tbeir depositing with 
the R. B. a certain fixed minimum, they should 
be given facilities for rediscounting like other 
member banks subject to certain conditions. 

•(in) Commercial banks including the Imperial 
Bank should more freely discount their bills. 

(iv) The same remittance facilities should be given 
to them by the ImperiaUand the Reserve Banks 
as they do to all other banks. 

\\) They should reorganise themselves on modern 
lines to inspire public confidence, and the 
government should encourage reorganisation 
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by appointing such institutions, when formed, 
as government bankers. 

(vi) A class of licensed bankers should be created 
with certain privileges and certain obligations. 

(vii) They should form themselves into joint stock 
banks, or a co-operative bank of indigenous 
bankers should be formed to discount hondies 
of member banks, and it should have redis- 
counting facilities with the Reserve Bank. 

(viii) An association of alJ-India banks and bankers 
should be formed, and approved Indigenous 
bankers should be allowed to become its 
members; this will raise ibeir status and im> 
prove their banking methods. 

(ix) Bilbbroking should be adopted as an integral 
part of the indigenous banker’s business. 

(x) “Kommandit” principles of banks of the 
German type, ( a system by which in a joint 
stock organisation the shareholder charged with 
the management comes in with unlimited 
liability ) should be established. 

It 1?, however, a losing battle which the 
indigenous bankers are carrying against commer- 
cial banks which canraiseany amount of deposits 
at cheap rates, can freely transfer funds from one 
centre to another, and are better organised to 
compete with them. These suggestions, when given 
effect to, at the most can give only a breathing 
time to a system which has already been killed 
in the Punjab and which is doomed in oth<r 
provinces. One scans in vain the provisions of 
the Re|etve Bank Act to find any effect given to 
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these recommendations. Mr. Mana Sobedar in 
his Minority Report also suggested the registration 
of these banks, the granting of certain privileges 
and concessions, and the application of Rural 
Insolvency Act, Usurious Loans Act, and the 
enactment of the Regulation of Accounts Act like 
that of the Punjab in other provinces Still if the 
indigenous bankers cany out voluntarily the 
reforms suggested in these pages, and bring them- 
selves m line with the modern banks in regard to 
audit and accounts, cheque and discounting of 
bills, and their methods of business, there, is no 
reason to doubt that they will continue to play a 
very prominent part in the rural and urban economy 
of the country, and m the financing of agriculture, 
trade and cottage industries. 

Proposals of the Reserve Bank 

In order to develop a systematised and cen» 
tralised banking system, it is very essential that 
the indigenous banks should be brought into 
effective link and co operation vfith the commer- 
cial banks and the R'-serve Bank of India, and we 
have seen above hon the Central and Provincial 
Banking Committees made a number of important 
suggestions to achieve this object. The main 
responsibility of fulfilling this task was laid by the 
C. B Committee on the shoulders of the proposed 
Reserve Bank. 

Under clause 55 (1) (a) the Reserve Bank was 
required within 5 years of the commencement of 
its business to lepoii on the extension of credit 
(acji-iwes. lA wji?^e,'OAns,ha»Ji.s, bJue, ■yJp/t'it.'rtA 
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banks and to make proposals for legislation for 
improvement in their methods of work. 

The Reserve Bank of India therefore in its 
statutory reports and bulletins in 1937, while 
pointing out the difficulties of including the indi- 
genous bankers in the organised banking system of 
the country, made proposals for legislation to co- 
ordinate the Scheduled banks and the indigenous 
bankers. The main difficulties arise from the 
reluctance of these agencies to give np non-banking 
business and take to modern methods and practices 
of accounting and banking. The mam points 
were 

(1) That the indigenous bankers should become 
self-contained legal entities with at least Rs. 5 
lacks of capital. 

(2) For the purpose of control they should also 
maintain the same deposits with the R. B. as 
scheduled banks. 

(3) They should segregate their banking ope- 
rations from non-banking business and within 
a reasonable period, should follow only proper 
banking business as provided in the Indian 
Co.’s Act. 

(4) They should maintain separate and jiroperly 
audited books of accounts of their banking 

*1business and should submit to the Reserve 
Bank for determining their financial strength, 
like scheduled banks, periodical statements, of 
their audited accounts and should properly 
puD’iis'n tneir accoaiftsi ■arri B>. S. 
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^5) They should discount their bills with sche* 
doled banks which in torn will get them 
rediscounted with the R. B. 

(6) Bankers with a capital of two lakhs, which 
might be raised within five years to five lakhs, 
would be entitled to register themselves m the 
hooks of the R. B. as private bankers, and, 
within this five jear period they would not 
have to furnish compulsory minimum deposits, 
as in the case of the scheduled banks, until 
their time and demand liabilities were five 
times or more in excess of their capital in 
business. During five years from such registra- 
tion, such banks will get rediscountmgfacilities 
like the scheduled banks. 

(7) The R. B. would have the right to regulate 
their business on proper banking lines and to 
demand the names and interests of their busi- 
ness partners and co-sbarers as in a joint Hindu 
family concern. 

(8) The R. B. would propose a banking legis- 
lation to standardise, co-ordinate and regulate, 

“before the end of 5 years, the business and 
status of these banks like the scheduled banks* 

These proposals have been considered by the 
Indigenous Bankers’ Associations in Bombay, 
Ahmedabad and Telsewhete and there has been a 
very energetic protest and opposition to some of 
the proposals of the R. B. e, g.^ deposits, publicity 
etc. The matter is still under negotiation and the 
R. B. should reconsider sympathetically the objec- 
tions raised by them. Both sides in a spirit of 
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mutual accommodation and trust should agree to 
a T7ell*balanced scheme of link and effective co* 
operation so that the indigenous banks should 
come within the orbit of the general banking 
system and play their proper role in the develop* 
ment of banking and credit facilities in the land. 
The Reserve Bank has been considering in the 
meantime the possibility of developing open market 
operations in trade bills to enable first class indi* 
genous bankers to have relationship with the Bank 
without any material changes in their methods of 
operations The bundles in which these bankers 
specially deal are usually accommodation or finance 
bills and not trade bills, because documents of title 
are usually not attached to them. Moreover, the 
variety of rate?, variations in usages and forms, 
restrictions on free negotiabtluy on account of 
conditions imposed, and heavy stamp duties in 
Muddati bundles — these are other difBculties m 
getting (hem discounted and rediscounted. On 
30th June 1941, the Reserve Bank placed 3 indi'' 
genous bankers on the approved list and grants 
them concession rates of remitlances like noi> 
scheduled banks on telegraphic and mail transfers 
as below : — 

Up to Ks. 5000/- 1/16% (minimum Re. 1/-) 

Over Rs. 5,000/- 1/32% (minimum Ks. 3/2/-) 

Actual telegram charges are charged m addmon. 

The rates for the general public are 1(8% 
uplo Rs. 5,000/- and 1/16% beyond that 
( minimum Rs. 6/4/-). 



CHAPTER XI 

INDIAN JOINT STOCK OR COMMERCIAL BANKS 
Indian joint stock banks are those institutions 
which are registered under the Indian Companies 
Act and which receive reposits withdrawable by 
cheques and cater _for the shoct'terni-CC£dit__n.ieds 
of traders and businessmen, discount hjandies_aJid 
bills, and carrj on other ordinary business of a 
modern joint stock bank Although commercial 
banking in our country is done by other banks 
also, like the Imperial Bank» the exchange banks, 
indigenous banks etc., we shall discuss in this 
chapter only the part played by the Indian joint 
stock banks in the banking and financial system of 
the country. These banks ate denied the right to 
issue notes ; they do not finance industries to any 
substantial extent, but provide only shoti*term 
credit to the iradeis and businessmen. 

Ri^to ry o f the ir qro tcth t With, the decline 
of indigenous hangers the history of joint stock 
})an\ing in India entered its first phase. A 
number of Agency houseSy which combined the 
business of attracting'' deposits and granting loans 
with trade and other businesses, were ship-owners, 
shopkeepers, ptoprietots of breweries, tanneries, 
distilleries, cotton, flour and saw mills. They 
also carried on agency business for the civil and 
military population of Europeans and for English 
merchants and bankets. Originally they had no 
capital of their own and depended on the savings 
of the servants of the East India Co. Most of the 
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members of these houses were er-ctvtl a nd milUa cy 
savants of the Company who took to^ mercantile 
business. They received ac£Omulated_funds bs- 
longing to them from the Company on the ir 
retiigni^ and with thesamesiatted their business. 
They were in fact distributors of capital rather 
than the possessors of it and they made their 
pc&Ot-by tcade^ bv le nding mo ney a nd by commit 
Sion. They raised deposits from the public and 
utilis ed them in financing the movement of_crpps, 
indig Qi si iki opium and cotton business. The 
banking business of the Company was also entrust- 
ed to them m Calcutta and Bombay. As a result 
•of their activities^ Calcutta grew into prominence 
and the money market was therefore shifted from 
Murshidabad to Calcutta and in 1771 the treasury 
was also removed there. The usual rate of 
interest charged by them was 42 %, but, by adding 
op several charges, it was raisef to 18 to^ 20 , 
Some of these houses also issued paper money. 
They monopolised the foreign trade of the country 
and ifaeir position in this respect was strengthened 
by their command over shipping. 

These houses were the forerunners of joini 
stock banks established on European lines. In 
1813 when the monopoly of the East India Co. 
was abolished) these bouses felt an acute competi- 
tion from others and, in order tQ_make_up_their 
losses m trade, they indulged in speculation in 
indigo, coal mines, ships, coffee and spice planta- 
tions, and m clearing desert lands, and working 
cotton, silk and flour mills. By 1825 their position 
became very precarious aud they began to goto 
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the wall one after another. The imme diate cause 
of theiL failur e wa s the withdr awal _o_f,fands by their 
ccnstiments. T o meet theic -dem^ds thev_-Lggan 
t o borrow mo ney hy pled ging property . Bat a more 
EerioQs cause of their failare was the._ attitude of 

their correspondents in England who^eLused to 

honour bills drawn on th£m. This handicapped 
the agency houses in their banking business and as 
a result a number of them failed in the crisis of 
1^9-32, This was very undesirable for the 
depositors most of whom, specially widows and 
pensioners were ruined. 

On the doicjtfall of the^e agency houses! 
oryamsed hanhna institutions on western lines/ 
began to be developed. Probably it was i n M adras 
that the Govetnmert started a bank in l68S . Then 
it was in Bombay in 1720 that another'govetnment 
bank was started, which was authorised to issue 
notes upto 8 lakhs of rupees in l7'7T3iand it began 
tp..at u act. -deposits by. offering a rate of 5% on 
current account Then came the Bank of Hindus* 
tan in 1770 which after weathering many a storm 
faileQ in 1832 with Messers. Alexander and Co. 
Then thp Union Bank of Calcutta, the Agra Bank 
and the United Services Bank came into existence 
but like the first bark of Benares all of them 
failed. Acccrcing to Cooke between 1770 and 
1870 there weie 39 banks started. Several attempts 
in the period were also made to start banks in 
Eondon for conducting business in India, e. g., the 
East India Bank, the Bank of Asia, the Bank of 
Australia and India, but most of them failed. 

A third chapter |in the history of joint stock 
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banking opened with the starting of the Pcestdency 
Bank of Bengal in the name of the Bank of 
Calcutta on June 2, 1806. The Government bad 
undertaken to guarantee the responsibility of the 
Bank’s establishment, and therefore it exercised 
control over its administration. The chief business 
of the Bank was to render service to the public, 
to help East India Co in its financial difficulty 
and to supply specie One-fifth of the capital of 
the Bank was subscribed by the Government of 
Bengal and it was granted a charter m 1809 and 
the power of note issue in 1823. Then the Bank 
of Bombay was started m 1840 with a capital of 
50 lakhs of rupees, 3,00,000 of which jrere 
contributed by the Government of Bombay, The 
Bank of Madras was started tn 1843 with a capital 
of 30 lakhs rupees, three lakhs were again 
contributed by the Government of Madras. All 
these Presidency Banks were entrusted with 
government funds and issued notes. In 1825 the 
P B. of Bengal was allowed to op5n branches 
and Its capitp) was gradually increased. So that 
by 1833 it stood at 112^ lakhs. It invested in 
government securities and lent on government 
securities. The Bank of Bombay was, however, 
involved in speculation during the American Civil 
War of 1861-6S and failed in 1868, but in the 
same year another Bank was established with a 
capital of one crore of rupees. These banks also 
financed internal trade, hut tn 1862 the right of 
note issue was withdrawn from them hy the 
Government’ In 1876 the Government relinquished 
their shares in these hanks and their rtght of 
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aj>poi'nting directors^ Since then, these banks lost 
their official character, bat they were governed by a 
special Charter Act of 1876 until theic anaalgama- 
tion into the Imperial Bank of India in 1921. 

The year 1860 marked a land-mark in the 
hislory stock hanking tn onr country In 

that year the principle of liniited licd)ility xca'i 
first applied to banking concern*, Thereafter the 
development of joint stock banking was steady 
and regular; but tbe Government followed a policy 
of non-interference on account of which orthodox 
principles of banking were not insisted uoon, Tbe 
result was that a number of banks went into 
liquidation and shocked the public confidence tn 
the honesty and sound methods of business of 
directors of the bants Tbe chief reason for a 
stimulus to deaelopmeni of banking after 1850, 
howeverj was the boo m tn cot ton trade ^Qs to the 
American Civii~V7ar, Out of seven banks that 
were started during this period only three survived 
the boom and tbe coTiSfqu=nt speculation in all 
sorts of bo'iness. This shook the public confidence 
in banking compamts to such an extent that 
between 1870 and 1894 only seven more banks 
were started cut of which onlj* 4 survived. Later 
on in 1901 the People’* Bank was founded. Thus, 
before the end of the last century there tca^ no 
conscious desi am ng and planning tn the hanking 
development of the country The development of 
commercial banks was thus unsatisfactory and 
upto the end of the last century only 9 hanks icith 
capital ttUff ressrzea of 5 lalchs. of rupees had he/va. 
established and their total paid up capital and 
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to 10,18 lahhsi This post-war boom in banking 
companies was accompanied with unsteady 
increase in the total resources of the banks. The 
inflation and depression of the war and post-war 
periods had their effect on the development of 
the banks. Bank failures continued and during 
1919-25 no less than 84 6an/cs failed with a paid-up 
capital ^ 5,11 lakhs. Thereafter the niimljer of 
A ciass banks increased from 28 tn 1926 lo S8 ^n 
1935 and tfieir capital and reserves from 10,84- 
lahhs to 13,20 lakhs; while the number of B class 
hanks increased from 47 to 67 and capital and 
reserves from ^,26 lakhs to 2,50 lakhs in the same 

f '«riod. During the same period no less than 215 
anks failed tcith a paid-up capital of nearly 
Ds, litis lakhs repi-esenting about 9% of the total 
resources. 

Then the number o( ‘A* class banks increased 
from 38 in 1935 to 58 in 1940 and their capital 
and reserves from Rs. 13,20 lakhs to 14,66 lakhs; 
while the number of ’B’ class banks increased from 
62 to 122 and their capital and reserves from 
Rs. 1,59 lakhs to 2,44 lakhs. Besides there were 
121 ‘C’ class banks and 400 ‘D’ class banks with 
84 lakhs and 76 lakhs of capital and reserves reS' 
pectively. During the same period, no less than 
'372 banking companies with a paid-up capital of 
Rs. 63,39,744 went into liquidation. A majo- 
rity of these were small affairs with very small 
amounts of paid-up capital. 

This history of the joint stock banks shows 
clearly that upto 1935 there was a rich harvest 
of bank failures in our country and this points ont 
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to the fact that the development df commercial 
banking has not taken place on sound lines. The 
two main causes for this unsound and unstable 
state of affairs were the lack of suitable banking 
legislation regulating the bnssiness of banking and 
the utter lack of a cental bank co-ordinating 
currency and credit and acting as a friend, guide 
and philosopher to the commercial banks. Since 
the establishment of the Reserve Bank of India 
and the amendments to the Indian Companies 
Law in 1937 it has been expected that such bank 
failures would not recur in future. But the sta- 
tistics of bank failures during 1935'’40 have belied 
this expectation. Still there is a need for a 
separate comprehensive banking legislation and 
the Central Banking Committee laid great 
emphasis on it and suggested the lines on which 
the legislation should proceed. The Reserve Bank 
of India in 1939 submitted its proposals for an 
Indian Bank Act in the form of a draft bill which 
tbe Government of India circulated for eliciting 
public opinion in January 1940. But uptill now 
probably on account of tbe war no further action 
in behalf of enacting suitable banking legislation 
and preventing heavy mortality among banking 
companies has been taken. 

Operations of the Indian Joint Stock Banks : 
The chief operations of these banks consist of 
receiving deposits on current, fixed and savings 
bank accounts, and of lending out money on the 
deposit of easily marketable securities, granting 
clean advances on personal security backed by a 
wd shatt. term 
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advances to traders, opening cash credits, and over- 
drafts and discounting bills and bundles. They 
^nance the movement of produce from the villages 
to the mandies, and therefrom to the exporting 
centres and ports, and the movement of the imports 
from "the port to the inland collecting and distri- 
buting centres. The financing of the movement 
of the ‘produce from the mandies to the consuming 
•centres is mostly done by purchase of demand 
drafts representing the produce despatched from 
approved customers ; whereas, the financing of the 
movement of produce from the distributing centres 
to the exporting ports is done by plirchasing drafts 
and telegraphic transfers drawn on port towns at 
]ow rates. They also advance against agricultural 
produce toapprovedcommissionagents and dealers 
at rates varying from 7 to based on the 

official bank rate and against gold ornaments. 
They finance agriculture further indirectly by cash 
credits and advances to co-operative banks. In 
this way they finance agriculture only indirectly. 
They usually confine their financial operations in 
agriculture to big landlords, planters etc. who can 
offer tangible and marketable securities. • On a 
minimum monthly balance of 200 to 300 rupees 
they allow an interest of 4 to 5 per cent on fixed 
deposits and 2 to per cent on current deposits 
during the slack and busy season respectively, but 
since the depression of 1931 they have reduced 
the rates and now allow to 2 per cent on fixed 
deposits and i pec cent oo current accounts. 

Clean advances against the personal credit 
of the borrower or on one-name paper, which is 
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the rnost popalar and common practice in wes- 
tern countries, do not find much favour with these 
banks. This is due mostiy to the excessive secrecy 
practised in India by traders and businessmen 
regarding their financial strength and status, and 
the general apathy against its revelation' to the 
banks. They, however, make clean advances 
against twomames papers t. e., personal security 
with a second signature to the promissory note. 
Such notes which are endorsed by shroffs or 
managing agents are preferred by them. The 
hondies which are in reality two-names papers wilb 
endorsements* of indigenous bankers are very 
extensively used. Bat the supply of two-names 
papers is very much limited as compared to the 
demand and the advances given by banks against 
such securities are very small. In bigger towns, 
where stock exchange securities ate available, 
advances are made against their hypothecation; 
and in the countrysides, against the pledge of grain 
and raw materials of industry like cotton and sugar 
and for this purpose they maintain their own 
godowns or get possession of the godowns of the 
customers by taking the keys from them. They 
advance upto 7h% of the produce hypothecated. 
Advances to traders are also made against their 
stock in trade as also to factories. Some of (bese 
banks_also advance money on the security of 
landed property and other immovable goods but 
this IS very seldom done. * 

The most common and popular method of 
making advances by the Indian joint stock banks 
I sthe granting of cash credits *. e., against the 
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promissory note of the borrower backed by 
collaterals like shares, stocks, bonds ; or goods, like 
cotton, jute, rice and other exportable produce. 
If the goods are left in the possession of the bank 
in its godowns, advances are made on deliveries of 
the produce, and deliveries ate made on payment 
of the loans. The usual practice is to advance 
only upto 75% of the value of the produce, the 
balance is the margin for safeguard against fluctua- 
tions. This system is very popular with the 
Bombay mills. It affords many advantages to the 
borrower as well as to the banker. The borrower 
is required to pay interest only on the amount of 
the credit availed of by him, and be can reduce his 
obligation at any time subject to a minimum 
interest clause; and the banker can limit or with' 
draw the facilities at any time be likes. But this 
system of cash credit is very disadvantageous to 
the bank and the people in general, because it limits 
the development of bills and acceptance credit, 
and hence prevents the growth of rediscounting 
facilities. 

In addition to making advances on cash credits, 
overdrafts and loans (secured and unsecured), they 
perform many agency services like payment and 
collection of coupons, cheques, dividends, subscnp* 
tions, rents insurance premia and collection and 
payment of promissory notes and bills; receive 
securities and valuables for safe custody, and 
serve as correspondents, representatives, trustees 
and executors, buy and sell securities for their 
customers, and obtain passports, travellers’ tickets, 
and secure passages for them. Promotion of the 
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habit of thrift and banking and facilities for 
buying and selling securities are not provided by 
them to the same extent as in western countries. 
They do not undertake trust business, foreign 
exchange business, the bank acceptance business 
and redxscounting business. Similarly they 
do not play any part in fnancing the trade 
' frosn port to port either in export or import 
business, nor do they act to any great extent as 
referee to the fnanetal standing of customers. 
They also do noty unlike Beseem banks, play any 
part in underwriting loans of the central, provw 
dial, or local governments. Unlike the German 
and Japanese banks they do not finance industries 
except occasionally and that too to a very limited 
extent. They, however, issue letters of credit, 
circular notes, bank drafts, and travellers’ cheques 
etc. for the benefit of the tourists and provide 
remittance facilities for transmuting money and 
capital from place to place. 

Join Stock Banks and tbe Reserve Bank of India 

For the successful operation of central bank- 
ing functions and control and regulation of the 
volume of credit created by joint stock banks it is 
very essential that tbe Centra) Bank; being the sole 
supplier of currency and the lender of last resort^ 
should have an efiective control over the commer- 
cial banks; bat it should not be allowed to 
compete with them in the ordinary business of 
banking. There was no effective link and control 
exercised by the Imperial Bank, although it 
^etfotroed some of tbe central banking functions 
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like running the clearing booses, declaring the bank 
Tate and discounting bills of exchange etc., and the 
banks were not required by law to maintain any 
balances with it. But now the Reserve Bank of 
India exercises some control over these banks 
through its bank rateandopen market operations, 
and by requiring banks which have a capital and 
Reserve of Rs, 5 lakhs to deposit 5% and 2% of 
their current and fixed deposits with the Reserve 
Bank in lieu of which these banks are granted 
certain remittance facilities together with there- 
discounting of their genuine commercial papers 
with it. Secs. 17,18 and 19 of the Reserve Bank 
of India Act i9341ay down ceiiam functions which 
affect profocndly the joint stock banks. Sec. 17 
lays done that the Bank shall (a) accept money 
on deposit from bioks (h) purchase, sell or re* 
discount eligible bills of exchange and promissory 
notes bearing two or more good signatures, one 
of wihch must be that of a 'scheduled bank*® ( i.e. 
bank with a capital and Reserve of Rs. 5 lakhs 
and over which is a company as defined in clause 
■(2) of Sec. 2 of the Indian Companies Act, or a 
corporation or company incorporated by law in 
au}’ place outside British India and included in the 
■second schedule to the Reserve Bank Act, and 
depositing 5% and 2% of ite demand and time 
liabilities) (c) purchace from, and sell to, the sche- 
duled banks sterling and eligible bills of exchange 

^Therevxre 59 scltfduUd hanks vorhng in Brtlfsh^ 
India it^vding the Impmal Bank and 17 Exchange bankt 
at the eid of 1940. 
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including treasury bills of U. K. (d) make loans 
and advances to the scheduled banks repayable on 
demand or on expiry of fixed periods not exceeding 
90 days against trustee securities, gold or silver or 
documents of title thereof, bills and promissory 
notes eligible for purchase or rediscount; promissory 
notes of a scheduled bank supported by documents 
of title to goods transferred, assigned or pledged 
to any such bank as security for honaftde cash 
credit or overdrafts (e) issue demand drafts made 
payable at its orrn offices or agencies and make, 
issue and circulate bank post bills {f) borrow 
money from a scheduled bank in India fora period 
not exceeding one month, provided the amount so 
borrowed does not exceed the share capital of the 
bank. Sec. 18 authorises the Bank to carry oat 
open market operations: deal directly with any 
person when it is found expedient to regulate 
credit in the interests of Indian trade, industry 
and agriculture. On the other band, Sec 19 
prevents the Bank, with a view to avoid competition 
with the scheduled banks, from accepting deposits 
on interest, from ordinarily granting loans directly 
to the public and from purchasing commercial 
paper without the signature of a Scheduled Bank 
or a Provincial Co-operative Bank. Thus Secs. 
17 and 18 influence very powerfully the volume 
of credit transactions of the joint stock banks. The 
Bank provides temporary financial accommodation 
in the form of rediscounting eligible bills and loan% 
and advances against eligible securities to these 
institutions whereby they increase their liquid 
resources, their lending power, and get help in 
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periods of stringency or emergency against suitable 
security and on satisfying the Reserve Bank 
about their soundness and stability. Moreover, 
this activity of the Bank increases the elasticity 
of credit and deposit currency and relieves mone- 
tary stringency. The Bank also granted (fee remit- 
tance facilities to the Scheduled banks for transfer 
of Rs.lOjOOQ and over upto Sep. 1940; the Imperial 
Bank used to charge ^ anna % for tranfers of 
Rs. 10,000 and over between their branches and 
even this was considered to be a high rate by the 
C. B. I. Committee The banks were prejudiced 
against rediscounting of bills ^ith the Imperial 
Bank of India. 

From Isc Oct. 1940 the Reserve Bank has 
introduced its neiv scheme of remittance faciiities 
under rvhtch a scheduled bank is entitled to remit 
money by mail or telegraphic transfers between the 
accounts kept by its offices, branches, sub-offices 
and pay offices at an office, branch or agency of 
the Reserve Bank in Briush InUia and Burma 
as follows 

I (a) An amount of Rs, 10,000 or a multiple 
thereof, between its accounts at the offices 
and branches of the Reserve Bifik, free 
of charge; 

(6) Once a week an amount of Rs. 5,000 or a 
multiple thereof, to the principal account 
which it maintains with the Reserve Bank 
from any place at which it has an office, 
branch, sub-office or pay office, and at which 
there is an agency of the Reserve Bank, free 
of charge ; 



INDIAN JOINT STOCK OR COMMERCIAL BANKS 191 


(fl) Other remittances to its principal account sab« 
ject to a charge of 1 /64% and also subject to 
a minimum charge of Re. 1 ;and 
Other remittances between accounts main- 
tained at the Reserve Bank or its agencies ; 
UptoRs. 5 0Q0 ... 1/16%. 

(minimum Re. 1/-) 

Rs. 5,000 and over ... 5/32% 

(minimum Rs, 3/2/-) 

2. Telegraphic transfers and bank drafts in favour 
of third parties are also issued, subject to the 
limits on drawings on treasury agencies, atrtbe 
following rates : 

Up to Rs. 5,000 ... 1/16% 

(minimam Re. 1/-) 

Over Rs, 5,000 ... 1/32% 

(minima m Rs, 3/2/«) 

Actual telegram charges are charged in addition. 

Then there are the non-scheduled banks — a 
heterogeneous class comprising (a) banks with a 
capital and reserve of Rs. 5 lakhs or over which 
are not included in the schedule including some 
Indian State banks without any branch in British 
India ; (6) banks with capital and reserves between 
Rs. 1 lakh and Rs. 5 lakhs, (c) banks with capital 
and reserves between Rs. 50,000 and Rs. 1 lakh 
and (d) banks with capital and reserves of less 
than Rs. 50,000, At the end of 1940 there were 
17 banks of (a) category ; 122 banks of (6) cate- 
gory, 121 banks of (c) category and 680 banks 
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snbmicted returns under sec, 277 L of the Indian 
Companies Act 1936. Oat of 604 non-scheduled 
banks operating in British India on 31st December 
1940 and sabmitting cash reserve returns as many 
as 347 had capital and reserves of Jess than 
Rs. 50,000. All these vital links in our banking 
system he outside the purview of the Reserve 
Bank, but it keeps in touch with them and gives 
them advice when requested for it. At the ins- 
tance of the Bank theCentralGovernment amended 
the Indian Companies Act in Feb. 1938 to provide 
for the submission of 3 copies each of their 
statutory returns by the banking companies to 
the Registrars of joint Stock Companies, Since 
then the Bank has been receiving a copy each of 
the cash reserve returns and balance sheets £Ied 
by banking companies uoder Sec. 277 L and 134 
of the Indian Companies Act. A very interesting 
memorandum on non-scheduled banks, their assets 
and liabilities etc. based on these statutory returns 
was published by the Bank along with its proposals 
for an Indian Bank Act In its two circular letters 
dated IQtb Nov. 1938 and I4ih Aug. 1939, the 
Bank indicated the manner of giving its advice 
and guidance to these banks. Some of them 
have availed themselves of this oiler. Special 
remittance facilities at concessional rates are also^ 
granted by the Bank to such non-scheduled banks 
as are on the approved list of the Reserve Bank 
prepared in consultaticn with the Provincial Govts, 

In its circular letter dated 23rd Oct. 1940, non- 
scheduled banks have been required to fulfil the 
following conditions before they can avail them* 
selvts 'd the cotvce^iot«l cates i — 
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( t ) that they are companies registered under 
the Indian Companies Act, 

(n) that they are carrying on banking business 
in British India according to the provisions 
of the said Act, 

(n'i) that they have a paid up capital and 
reserves of Rs. 50,000. 

On 30ih June 1941 there were 37 approved 
tion'Scheduled banks and three indigenous bankers 
who were eligible for concession rates ^of remit* 
tances as below 

Up to Rs, 5,000 1/16% (minimum Re. 1/-) 
Over Rs. 5,000 1/32% (mmlmum Rs. 3/2/*) 
Actual telegram charges are to be paid in 
addition. 

As to control exercised by the Reserve Bank 
over the scheduled banks, in addition to maintain* 
ing a balance of not less than 5% of its demand 
and 2% of its time liabilities with the Reserve 
Bank, every scheduled bank has to submit to the 
Reserve Bank and the Central Government a 
weekly return of its position in the form prescribed 
by sec. 42(2) or a monthly return in case of 
geographical difficulty, to enable the Bank to 
prepare.and publish a consolidated statement as 
required by sec. 43 of Us Act. This statement 
furnishes an index to the prevailing money con- 
ditions 17 the country. If a scheduled bank fails 
to maintain the requisite minimum balance, the 
Reserve Bank is empowered to impose a penal 
interest on such a defaulter on the deficit balance 
•sA ‘c'rre ptescrikrKfi Vd itec. ’uigh-et t’n'm 
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maximam bank rate). The Reserve Bank of India 
(Third Amendment) Act 1940 has now empowered 
the Bank to prohibit defaulting banks form accept- 
ing fresh deposits during the continuance of the 
default and to fine directors and other officers who 
are knowingly and wilfully parties to ir. On the 
other hand, if a scheduled bank fails to submit the 
weekly or the monthly return it is liable to pay 
to the Central Government or to the Bank, 6r to 
each, a penalty of Rs. 100 for each day during 
which the failure continues. 

The Reserve Bank of India has thus been 
given the powers usually conferred upon central 
banks and through the variation of its bank rate 
and open market operations it Is expected to exer- 
cise an effective control over the barking system. 
Other methods which to some extent can help the 
Bank to control the money market and banking 
conditions are suitable changes in the amount 
of treasury bills offered, in the amount of sterling 
purchased and in the quantity of money in 
circulaion. They are, however, not so effective 
nor so widely applicable as the bank rate and open 
market operations are. But “the bank-rate acts 
on the willingness of scheduled banks to borrow 
from the Reserve Bank ; open market operations, 
act on the willingness of tonks to lend lo their^ 
customers,”* The scheduled banks usually do 
not borrow large sums from the Reserve Bank and 
approach it only m exceptional times. The vast 
majority of the small banks have no access to it 
and borrow therefore mostly from bigger banks. 


K, S. Muranjan i 'Modem in Ixdia.’, p. 268 
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The Reserve Bank is therefore only indirectly 
concerned with them and must share with the 
bigger joint stock banks its control over the entire 
banking system. Even on the scheduled banks 
tbeBank can exercise greater control only wbentbey 
approach it for financial assistance and are prepared 
to submit their accounts voluntarily for inspection. 
But as the inauguration of the Reserve Bank has 
coincided with an unprecedented era of plenty of 
money and easy rates, loans and advances to, and 
discounts for, scheduled banks have been very 
meagre. The actual control of the Bank there- 
fore IS very much limited by the pecnliar monetary 
and banking system of the country The orthodox 
methods of central banking control are much less 
effective here than in western countries. “The 
diversity, of intecest*rates in several parts of the 
country, the absence of a money market which 
may respond quickly and sensibly to central bank 
policies, the vast territorial extent of the country 
over which monetary impulses released from a 
few advanced centres have to travel, a bankin.r 
Structure in which numerous small banks scattered 
all over the country must remain for a long time 
outside the orbit of the Reserve Bank — these are 
obstacles which a central bank acting through a 
few scheduled banks may not succeed in over- 
mastering,”* A just and real test of effectiveness 
of its policy and control will come only in a period 
of monetary stringency. 

Scape for their espacsiou and developmeot 
A perusal of the statistics relating to the 
• 5. K. Mvranjan i op. at. p. 276. 
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growth and development of joint stock banks in 
India, and a comparison of the vast dimensions 
and enormous population of the country with the 
immber of banking offices extant, show very clearly 
that there is still a large scope for their expansion 
and specially for the development of branches of 
the existing banks Oot of 2500 towns in the 
country, hardly 400 in 1930 bad a bank or a 
branch of a bank. In 1930 there were in all 882 
offices in the whole of India which worked oat at 
2.5 bank offices per million of the population as 
compared with 417 offices per million of popula- 
tion in Canada, 273 in United Kingdom, 179 m 
the United States, 103 in Japan, 49 in France and 
33 in Germany. In 1934 oot of 2500 towns only 
480 had a bank or a branch and the total number 
of bank offices was 1269 as compared to 25000 in 
U. S, A., 13200 in Great Britain, 4,500 in France, 
3,400 in Germany, and 1,300 m Belgium, giving 
one office for every 276,000 persons in India as 
against 3056, 4816 and 9491 ’in the U. S. A., G, 
Britain and Japan. In oar villages where 90% of 
our people live, there is still hardly any banking 
facility available and this makes the inadequacy 
of banks still more glaring. Although there has 
been a growing tendency towards increasing the 
branches in recent years (the number of banking 
offices increasd from 1092 in 1931 to 1269 in 1934, 
comprising 323 head offices including those of the 
Imperial Bank, and 946 branches including those 
of the Imperial Bank and the exchange banks ; 
and according to Mr. J. B. Taylor, the number of 
thft and. branches of the Scheduled 
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barks alone increased from 723 in 1935 to 1,138 
in 1938), “it is obvions that much further progress 
in this direction will be necessary before India can 
have a net-work of joint stock banks adequately 
covering the country.” 

The absence of banking aud credit facilities choke 
up the small surplus available from people for the 
development of credit facilities to the detriment of 
trade and industry. Inspite of the fact that apart 
from ornaments, the hoarded wealth with the 
people IS very small, there ate reasons to believe 
that there is a large potential capital, which, through 
the lack of adequate and proper banking facilities 
providing opportunities for investment, lies inert in 
idle hoards, and if shyness and timidity of the 
Indian capital is to be removed, there must be 
facilities of banking provided to draw it out of the 
unproductive hoards. The evidence of this poten- 
tial capital is furnished by the increase in the 
volutTie of deposits of all banks during the first 
two decades of this century and successful flota- 
tions of a large number of joint slock enterprises 
of all sorts in industry, banking; mining, insurance 
etc., in the increased deposits of the co-operative 
and post office savings banks and the volume of 
postal cash certificates and the successful short- 
term borrowings of the government in the form of 
treasury bills and short loans. True it is that in 
the third decade of the century on account of 
deprtssion and the setback caused by many bank 
failures ihe deposits of these banks remained 
statu nary, but now there are clear signs of in- 
crease visible once more. The same fact is proved 
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by the recent export of sabstantial amount of 
capital to foreign conntriea even during the present 
war and substantial increases in deposits of all 
kinds of banks. 


Inspite of such a vast field for its expansion 
and growth the development of joint stocc broking 
in our country has not been active and rapid, nor 
is It even and commensurate wiih the need of 
the country. In 1934 there were only 1269 bank- 
ing offices of all the banks including the Imperial 
arid Exchange banks scattered over an area of 
1.9 m. sq. miles and catertog for a population of 
353 millions.’ Their geographical distribution 
was as follows: 


Assam 
Baroda 
Bengal 
Bihar & I 
Orissa ) 
Bombay 
Burma 
Cochin 
C. P, 


iO Delhi 

26 Travancore74 

18 Hyderabad 

13 a P. 

124 

122 Kashmir 

15 Other ■) 

35 

22 Madras 
Mysore 

305 States J 

4o 


38 N. VV. F. P. 

38 


60 Punyab 

163 


15 Sind 

25 ' 

25 



Caw^ss of thi slow groioth of Jojnt Stooh 
banking i'n India \ The development of joint stock 
banking in India therefore has been very slow and 
backward. It has not at all been commensurate 
with the size of the country and its enormous 
population. There are various towns without a 


*In 1940 tliera mre in all 2059 bank ofices excluding 
Dooperaiive banks catering for a popalatian. of uibont 40 
CTores 
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bank and the rural areas are altogether devoid of 
banking facihtjes. If we compare India with United 
Kingdom in this respect the backwardness of 
banking development becomes very clear. In 
U. K. there is a branch of a bank for every 3,500 
people and in England and Wales for every 4,500 
people India is 15 times greater in area and has 
nearly 8 times larger population than U. K. This 
brings out clearly the paucity of banks in our 
country and the wide scope for their development. 
The mam causes responsible for the slow develop- 
ment of hanking in India are the following. 

(t) Hoarding habit and direct loans to trade and 
inaustry in the form of deposit with firms and 
companies* This is not so much a cause pre- 
venting the growth of banking as a result of 
lack of banking facility in the rural areas. 
The deposits kept by people with persons have 
been ver% little, activities of banking show the 
dearth of banking and the dearth of suitable 
investments understood by people in which 
money may be invested ; but this is a phase 
of transition through which India is passing. 

(I't) Bank failures and their deterrent effects : 
On account of numerous bank failures ( 765 
between 1913 and 1940) in the country people 
show a great apprehension with regard to the 
safety of their funds deposited in banks. They 
place their funds direct with merchants and 
industrialists. Unfamilianty with the joint- 
stock enterprise is responsible for this bank 
mortality to a great extent. Bank failures lead 
to a loss of confidence of the public in the 
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stabi}ity and integrity of the banks and their 
duectcrs and so disccorage investment in bank 
shares. Enterprisers are also scared and 
disccwagfd to iaoncfa on new schemes of 
banking development. 

(jYt) The attitude of the ^oierr, merit and j>utlie 
authority ' Indian efforts m the field of banking 
baxe seldcm been viewed with enthusiasm and 
have been generally regarded with snspicton in 
cfficial circles. The history cf Indian banking 
and insurance abconds in instances of this kind. 
They have received Jiule enconragement and 
sympathy from Governinem and semi- 
government bodies and institotions. 

(»V) Ccfu^eri/rcn and e^^osithn if foreign 
institutions ? The most advaniageoos and 
profitable businesses have been monopolised by 
the foreign ezebaege l»T>ks who have taken 
undue advantage of eo open door and free trade 
policy of the Government of India, and have 
not allowed the growth of the Indian owned,^ 
Indian manned and Indian managed concerns* 
With their greater resources they have been 
more than able to onderbid the Indian banks in 
attracting deposits. 

(o) Limiifd trade and luiiness in Indian hands : 
Banks prefer trade and indcsiry should prosper 
but when the profits of trade and industry in 
Indian hands fall, the prosperity of Indian banks 
suffers. A very large poiticn of cur trade being 
in the bards cf foreigners, they naturally prefer 
their own kith and kin to Indians in matter of 
business and banking relations. 
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(vt) Lack of 'preference to Indian National 

sentiment plays a very important part in business 
and as most of the banks in India ate managed 
by Europeans they usually favour foreign 
shipping and insurance companies and these 
in turn favour them. But Indian agents and 
firms who are subordinate to these foreign 
houses do not favour Indian institutions. The 
absence of such sentiment, unlike other countries^ 
is undoubtedly a great handicap to Indian 
institutions. 

(vit') Ban against entry into the Clearing Mouse 
System'’ Before the establishment of the 
Reserve Bank. Indian joint stock banks were 
not allowed to enter the clearing bouses 
because the membership depends upon voting 
of the member banks, and, as most of these 
are foreign institutions, they raise difh> 
cuhies and oppose the entry of new Indian 
banks, and specially the smaller ones. There is 
reason to believe, as Mr. Manu Subedar ba& 
pointed out in his Minority Report, that Indian 
institutions generally, and Indian joint sttfck 
banks in particular, are disparaged by the 
superior staff of foreign institutions There are 
a large number of brokers, middlemen and 
others including actual and prospective bor~ 
rowers and bank clients through whom ridicule, 
disparagement, and discouragement against 
Indian banks in general, and new Indian instua- 
tions in particular, ace transmitted to Indian 
public. 

{viii) Dearth of Capitod : One of the chief 
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characteristics of the Indian money market is 
the paucity of loanable funds which Jimits the 
banking expansion. The chronic and hopeless 
poverty and indebtedness of the masses hardly 
leaves any sorplas for investment. And people 
who have money to invest asoally prefer 
investments in landed property, government 
securiwea and trade, to investments m bank 
shares. The government itself has borrowed 
directly from the people in the past and this 
practice has militated against bank deposits, 
because the security of the government is much 
better than tbaf of a commercial bank. The 
lack of investment habit and the limited quantity 
of loanable capital prevent banks from getting 
sufficient deposits, and, therefore, they are on* 
able to work to their utmost capacity. 

iix) Absence of cheque habit and cash dsahnqs : 
People, being ignorant and illiterate, ace not 
familiar with cheques and other instruments of 
credit which restrict the operations of estab- 
lished banks and the scops for new ones. The 
Indian joint stock banks are cheap but ineffec- 
tual imitations of European banks and have 
not shown originality or initiative in developing 
on new lines. Cheque and other instruments 
are written in English and all work is conducted 
by banks in English and not local vernacular 
which militates against their familiarity, Hindi 
has been in use since long and the cheque habit 
can develop very easily if cheques are written 
in vernacular and the people understand the 
elementary principles 
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augury that some banks have begun to issue 
Hindi cheque books. But more should do so. 

(*) Lzgal hindrances s There is not definite 
banking law m India and the banks are usually 
regulated by the Indian Companies Act which 
IS not suitable for banking concerns. Recently 
the Act has been amended, still it leaves much 
to be desired A number of legal and customary 
hindrances to the development of credit and its 
expansion are caused by the laws of inheritance 
and customs relating to succession and transfer 
of rights and by the Land Alienation and 
Transfef of Property Acts. 

(aji) Absence of branchbankingi Banks are usually 
confined to industrial and commercial towns and 
the countryside still remuns untapped. Branch 
binking, which is so characteristic of the 
English bmking system in the postwar period, 
IS conspicuous by its absence here. In India 
there is one branch for every 1775 sq. miles 
and for 3,29,598 heads of the population. There 
IS nothing here approaching the English branch 
banking system. It is very economical to operate 
and easy to control in times of national emer- 
gency. Then the majority of people here are 
poor and have very low income, whereas the 
limit below which no bank will open an account 
for customers has been usually fixed at Rs. 200. 

(xii) European Management of banks i As most 
of the banks ate managed by Europeans, who 
have no knowledge of the methods of business 
carried on by Indian businessmen, so they are 
naturally prejudiced against'the latter. 
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(sttj) Lack of an and well trained staff : 

The management of banks in India is not so 
uptodate and methodical. Wealth and status 
rather than expert technical knowledge is the 
criterion for the selection of bank directors and 
managers. On account of a lack of a Bankers^ 
Association on an all India basis, the system of 
banking education is extremely defective. The 
government attitude so far towards technical, 
commercial education has been one of apathy. 
The lack of a suitably trained clerical staff is 
one of the mam reasons for the absence of 
branch banking development. 

(a:*'t>) Lach of an organised hill market and a 
charing house system : Banks deal m the 
purchase, sale, and discount of bills of exchange 
and promissory notes and thus by supplying 
credit relieve monetary stringency in the money 
maiket. There js uptill row an uvter Jack of 
a well-organised bjU market here. The Reserve 
Bank of India, as expected, has not been able to 
develop one so far, Tfaeeiistence of ibe clearing 
house system dispenses with the necessity of 
keeping large cash reserves and facilitates the 
mutual redemption of debts of banks inter se. 
It therefore reduces the cost of lerdeiiog servi- 
ces by commercial banks and popularises the 
use of deposit currency. On account of a lack 
of both of these institutions, the banks in India 
are not able to render services efficiently. Ab- 
sence of bank acceptances and trade bills lead 
to investment of funds in Government securities 
and hamper in this way the expabsion of credit. 
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(xv) Lack of an organised money market in the 
rural areas s Money*lending is a very profitable 
business in the mofussil and the high rates of 
interest earned prevent people from investing 
their funds in bank deposits. The lack of thrift 
and banking and of adequate means of com* 
munication and transport prevent the forces 
of demand and supply to play their part in the 
villages The money-lender is supreme there. 
There is no agency or mechanism to mobilise 
the surplus funds from the villages, and the 
cultivators Usually practise subsistence farming 
and are illiterate, and there are no proper stor- 
age facilities or warehouses or godowns, there 
is an utter hek of agricultural bills. And the 
lack of co-operation and co-ordination between 
the various credit agencies in the money market 
and between the rural and the urban agencies 
is a stumbling block tn the development of 
banking in the rural areas teeming with 
millions. 

{xvi) The unfair compelilion of the Imperial Bank 
of India, enjoying a privileged position and 
handling freely government balances have also 
to some extent been responsible for the back- 
wardness of the banks. “On the one hand, 
they are looked upon as dangerous rivals by 
the indigenous bankers, and on the other, they 
frequently find theraselve in opposition to the 
old established exchange banks and the power- 
ful Imperial Bank of India. Placed in this 
position, therefore, they have been called the 
Cinderellae of the Indian banking system, and 
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have only been able to exist amidst bickerings, 
suspicions, and cuMhroat competition.*’ They 
have all been prejudiced against rediscounting 
of bills with the Imperial Bank. 

Finally, these banks have suffered from mutual 
jealousies, lack a esprit de corps. They have not 
co-operated and presented a united front to their 
competitors. 

Soggestioos for improvement 
The brief study of the growth, organisation 
and functions etc. of the Indian joint stock banks 
brings out clearly that there are several very weak 
spots in the present system and that a greater con* 
trol of banks either byUegislation or by inspection 
is necessary To provide for further expansion of 
these banks for which there ts ample scope it is 
imperative that the serious defects and obstacles 
in their way must be removed at the earliest pos- 
sible date. The main difftculUes are the lack of 
proper encouragement from Government and semi- 
Governroent public bodies, unfair competition of 
Exchange Banks and Imperial Bank ; deterrent 
effects of bank failures, Hindu and Mohammedan 
Laws of Inheritance and Transfer of Property 
Act and the lack of egjrtt corps among the 
banks. Unless these difficulties and defects are 
successfully tackled and solved, the commercial 
banks cannot progress rapidly. 

With this end in view the Government should 
chalk out a programme of banking development 
and lay down a progressive banking policy by 
chandoning the present letissez faire pohcp. It 
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appears that the Government have recently given 
up their traditional attitude of non-concern 
and detachment. But it is suggested that the 
Government should pass a comprehensive Bank 
Act to regular the organisation and business of 
these banks. Smaller banks should be exempted 
from stamp duties and registration fees like cO'ope> 
tafive banks and m case of amalgamation they 
should be exempted from super-tax, stamp duties 
and other taxation for a limited period. The Hindu 
and Mohammedan Laws of Inheritance should be 
suitably amended and the Transfer of Property 
Act relating to the equitable mortgages should be 
applicable to a number of important commercial 
centres Similarly competition should be regulat- 
ed by suitable measures and the Government 
should carry out its credit operations in such a way 
as not to affect the business of banks adversely 
as to the price of credit and depreciation of reserves* 
But above all the joint stock banks should have a 
esprit de corps. They should form themselves 
into associations to consider matters of mutual 
interest and co-operation for improving their 
methods and the general standard of banking or 
to remove elements of weakness or to promote the 
amalgamation of small with large banks. In order 
to enhance their influence and power they should 
be united and form an All India Bankers’ Associa- 
tion. 

Other reforms suggested for the improvement 
of the Working of these banks are : — 

1. Development of branch It is a notable 

tendency in all western countries and should be 
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encouraged here. ‘All banks should develop 
branches in the mofussil and should set up a net 
work of branches and offices to connect the vari- 
ous parts of the country so that a national money 
market may be created. The Central Banking 
Committee suggested that branches should be 
opened under a licence from the Reserve Bank 
which should issue licences freely. It was also 
Suggested that the Bank should place, for the 
first five years with every new branch opened 
at a place where there is no banking office, a 
deposit but this was not provided in the R. B. 
Act 1934. The other two facilities of remit- 
tance and rediscount suggested by the Commit- 
tee are provided by the Bank. If new branches 
are not profitable owing to inadequate bussiness 
then sub-branches and pay-offices for two or 
three days in a weak should be opened. Indeed 
on account of peculiar circumstances in India 
small local banks are a desideratum. Instead 
of establishing new banks new branches should 
be established by all banks. Branch banking 
is very economical and advantageous from 
several points of view. The difficulties in the 
way of branch development m bankicg should 
be removed. 

2. Amalffamafion 'of the small units into bigger 
ones ; There has been a great tendency towards 
amalgamation in western countries in the post- 

’ war period. It would lead to economy and 
efficiency m working. 

3, Bconomtj and efficiency by Itnh'ng up with 

indigenous bankfirs. 
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4. ElasticiUj of credit hy developing the cheque 
habii and organi^ng clearing bowses all 
important commercial centres. The cheques 
and other insiromenls and books should be 
written in vernacular scripts and withdrawals 
from post offices should be allowed by cheque. 

5. Mteham&ai\on K e. use of roachinary for 
routine work like addition, subtraction etc. 

6. e^J^iicairon both theoretical and practi- 
cal should be encouraged and developed. 

7. Indigenous bankers and their sons should be 
given preference in matters of appointment on 
the staff of the banks. And only welhtramed 
and qualified men should be appointed Share- 
holders’ Associations should be formed to 
encourage the shareholders to take more lively 
interest in the affairs of the banks and a syste- 
matic propagada should be earned on to enlut 
public sympathy. 

S. Institutions like the ‘Syeds’ and ‘Duns’ of 
America and England, to establish the neces- 
sary contact between the borrowers and the 
lenders by supplying confidential and reliable 
information regarding financial stability, 
character, and business-Uke dealings of the 
would-be customers of the banks, should be 
developed and the practice of ‘one man, one 
bank’ should bs followed for clean advances. 

9. Home safe accounts to develop the habit of 
thrift and banking among the masses should be 
instituted. 

10. The development of specialised banks like the 
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land mortgage banks and industrial banks to 
serve the special needs of agriculture and 
industry should take place. 

11. The co-ordination of the services of all the 
credit agencies by the Reserve Bank should 
be effected. 

12. Regulation of money-lending and the dis- 
couragement of the hoarding habit should be 
provided. 

To make the masses credit-worthy, there should 
be a systematic development of scientific agricul- 
ture, marketing facilities and co-operation and 
compulsory primacy education to enable them to 
appreciate the advantages of banking and invest- 
ment. Genuine and regular trade and agricul- 
tural bills should be developed. And the banks 
should make advances to cultivators against orna- 
ments, standing crops and produce, should discount 
agricultural papers more liberally, should invest 
to a limited extent in the debentures of the 
land mortgage banks guaranteed by the Govern- 
ment, and should strengthen the existing provision 
for overdraft on the backing of approved promis- 
sory notes of central co-operative banks and 
primary societies. Central co-operative banks should 
also be allowed to carry on ordinary commercial 
banking within safe limits. This will go a long 
way in expanding the banking facilities into the 
interior of the country. 



CHAPTER XII 


IMPERIAL BANK OF INDIA 

The Imperral Bank of India, which occapies 
a unique status in our banking system, came into 
existence on the amalgamation of the three 
Presidency Banks of Bengal, Bombay and Madras 
and began to function from the 27th of January 
1921. The necessity for a central bank for India 
to co-ordinate the services of the various credit 
agencies, to remove the inelasticity of currency and 
monetary stringency during the busy season by 
developing a co-ordinated policy of currency and 
credit had been felt at a very early stage of the 
development of joint stock banking, but on account 
of the apathy of the Government of India, the 
provincial and personal jealousies of vested interests, 
the vast extent of the country and the difficulty of 
securing the adequate number of capable directors 
within the country, the problem c ould not be s olved. 
In his memorandum appended to the report of the 
Chamberlain Commission in 1913-14 Mr. J. M. 
Keynes advocated very strongly the establishment 
of a state-aided central bank, but before the report 
could be considered and effect could be given to 
the various suggestions for improvement, the Great 
War broke out. The war, however, served a very 
useful purpose, and it was, that it brought home 
to the Government and the people the inherent 
weakness of the banking system and emphasised 
the necessity of opening a r^ntral bank of issue at 
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the earliest possible date. The Babington Smith 
Committee reporting in 1919 also hinted at the 
establishment of a central bank, but on account of 
the provincial jealousies the scheme did not 
fructify and in the place of a centra) bank the 
Imperial Bank of India was established. 

The origin of the bank determined to a great 
extent its constitution, organisation, and adminis- 
trative machinery. Although it was not a central 
bark; because it had no right of note issue and no 
control over a concerted and co-ordinated policy 
of currency, credit and exchange, >et it performed 
some of its important functions, like serving as a 
government bank and as a bankers’ bank to some 
extent. The old, privileged and proud position of 
the bank as a semi-government institution was ad- 
versely affected by the establishment of the Reserve 
Bank of India in 1935. It was now a big com- 
mercial bank and acts as an agent of the Reserve 
Bank of India with which it has entered into an 
agreement, and has been freed from a number of 
restrictions imposed before. 

The shattholdeis of the old Presidency Banks, 
which were purchased as going concerns, auto- 
matically became the shareholders of the Bank, 
Theold directors were also retained as the directors 
of the local boards. A central board of manage- 
ment was created which holds its meetings in 
rotation at all the three presidency towns turn 
by turn. 

Shale Capital of the : The authprised 

capital of lie Bank is Rs. 11,25,00,000 divided 
inlD 2,25,CC0 itaits of Rs. 500 each. The paid- 
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■op capital is Rs. 5,62,50,000 and the Reserve Fond 
nmoonts to Rs. 5,70,00,000. 0/ the piid-ap capital 
Rs. 3f crores consist of 75,000 fully paid shares of 
Rs. 500 each and only Rs. 125 per share have 
been called up and paid, on 1,50,003 contributory 
shares of Rs. 500 each. The cemaioing | value of 
these shares is reserve liability of the owners. 

Management \ The direction, supervision and 
control of the affairs of the bink was vested in a 
Central Board consisting of two managing 
governors nominated by the Governor-General on 
the recommendation of the Central Baird; the 
Presidents, Vice'Presidents, and Secretaries of the 
Local Boards to represent the shareholders of the 
tlifferent areas ; the Controller of Currency or any 
other officer nominated by the Governor-Gsneral- 
in*Council;and four non officialsnommated by the 
Governor-Gsneral-in-Coancil to represent special 
interests of the taz-payers and the public. OF 
these the Controller was an ex officio member and 
like the secretaries of the Local Boards was 
entitled to attend the meeting of the Central 
Board but was not authorised to vote. In addition, 
the Governor-General had reserved the right to 
issue instructions if the financial position or the 
safety of the Government balances were vitally 
affected by the acts of the bank, The Controller 
acted as the watch-dog of the Government and had 
a suspensive vetom these matters until final decision 
of the Governor-General-m-Council. Tne chief 
function of the Central Board was to exercise general 
control over the Local Boards, and to look to the 
general policy of the bank re^ardinz discount, the- 
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disttibation of funds, the fixing of bank rate, and 
the publication of weekly statements. As the Cen- 
tral Board could not meet very often, a Committee 
of two members was appointed tn order to deal 
with emergencies, known as Managing Board. There 
were three Local Boards consisting of the Presi- 
dents, Vice-presidents and secretaries in the three 
Presidency towns of Bonrbay, Calcutta andMadras. 
The Central Board was to meet once in a quarter 
of a year at least alternatively at the three Presi- 
dency towns. The Local Boards were to carry 
on their routine work, and to supervise the business 
of their respective territories. 

The bank was required to open 100 branches 
within five years of Its coming into existence, the 
location of 25 of which was to be determined by 
the Centra! Government. By 1923 the bank had 
126 branches and three sub-agencies, and by 192& 
it had 164 branches.* It was allowed to open a 
branch in London but was prevented from carry- 
ing on foreign exchange business directly for the 
public. The London office of the bank transacted 
such of the business as was entrusted to it by the 
Secretary of State, rediscounted bills of exchange 
for the Exchange Banks, acted as a custodian of 
the cash balances of the Government of India, 
and -represented Indian commercial interests. It 
was allowed to borrow money in the London 
money market on the security of its assets but was 
not entrusted with the flotation and management 
of the sterling loans of the Government of India. 

'* It "had Z90 hvav.ehet and efftce$ in 1940. 
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It was farther precluded from doing general bank- 
ing business for all customers except the former 
ones of the Presidency Banks. While many of 
the restrictions imposed on the Presidency Banks 
were removed some of them were retained. 

‘ In liea of the responsibility of the bank to 
stimulate the development of joint stock banking 
by opening 100 branches within five years of its 
existence and to exercise an effective control over 
the discounts, advances and deposits of the com- 
mercial banks, the bank was authorised to carry 
on certain Government and central banking func- 
ticns. The functions of the hank trere, therefore, 
of two types : Government and commercial. The 
main government functions were (0 keeping of 
Governmeot balances freely at its offices and the 
carrying on of the general banking business of the 
Government t. e., receiving money on their behalf 
and making payments, (n) management of the 
public debts, {fH) remittances of Government 
money, (I'u) lending on securities on behalf of 
Government and issue of government loans. 

The commercial functions of the bank were 
the same as those of the Presidency Banks which 
consisted of : receiving money on deposits for 
fixed periods on payment of interest, receiving 
valuables and securitiesforsafecustodyjibuyingand 
selling of gold and silver bullion or any property 
that might have come into its possession in the 
satisfaction of its claims, borrowing of money in 
India or London on the security of its assets, 
transacting agency business on commission, issuing 
letters of credit and bank post bills payable in 
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India and Ceylon, ^making inland transfers from 
one branch to anothefj/draiiriDg bills of exchange 
and letters of credit, payable outside India and the 
accepting, selling and discounting of the same as 
well as buying and selling of bills of exchange to 
such banks as might be approved^; drawings of 
bills of exchange and the issuing of letters of 
credit payable out of India for the use of their 
private constituents, for hona fide personal needs 
and buying for the purposes of meeting of such 
bills and bills of exchange payable out of India 
at any usance not exceeding six months, investing 
funds (n authorised securities such as trustee 
securities, securities of the Government guaranteed 
railways, debentures issu8d>y the District Boards, 
and Government securittesjracttng as administrators 
in winding up estates) advancing money against 
the above securities and against bills of exchange 
and promissory notes or against goods ordoca* 
ments of title assigned to it 

Forbidden husins^i : On account of its 
special responsibilities it was subject to certain 
testriclioiis, the most important of which were : it 
could not carry on foreign exchange business and 
compete with the Exchange binks ; it could not 
lend money for a longer period than 5 months ; it 
could not advance or lend money on the security 
of its own stock or shares, it could not lend on 
mortgage, or security of immovable property or 
documents of title thereof save in cases of estates 
(Courts of wards); it could not leni more than one 
'lakh of rupees to any ficoa or an individual on an 
unsecured overdraft ; it could not lend or discount 
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bills for an amount exceeding 20 lakhs to any 
individual or partnershipfirmexcept on the security 
of trustee stocks, funds, and securities, securities 
issued by certain state^aided railways, the deben- 
tures and other securities issued by district boards 
under the authority of the Legislature, and goods 
or documents of title relating thereto; it could 
not discount bills or make advances on personal 
security without the endorsement of two persons 
or firms unconnected with each other in general 
partnership. 

Moreover, the bank by providing remittance 
facilities at reasonable rates to the pabltc and to 
other banks, by keeping their cash balances and by 
rediscounting tbeir commercial papers during the 
busy season for which it was authorised to borrow 
12 ccores of rupees from the Paper Currency 
Department, and by managing the clearing house 
acted as a hankenP honlfe, but, as it carried on all 
the functions of an ordinary joint stock bank, it 
competed with other binks. It had no right of 
note issue and bad no control on exchange. Hence 
it was not a full-flsdgei central bank. 

Changes introduced on account of the esta- 
hlisk^ient of the Ressroe Bank : Wben the R. B. of 
India came into existence certain necessary changes 
were introduced into the Imperial Bank. It ceased 
to be Govern-nent banker. As it was no longer a 
privileged semi Government institution, the govern- 
ment control over it was relaxed, the Controller 
of Currency has ceased to be a member of the 
Central Board ( though a Government officer cm 
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atterd the meeting of the Central Board and take 
part in disccssscn bnt be can not vote ) and the 
Governor General nominates only two persons 
instead of four, and the Managing Governor is 
appointed by the Central Board directly, and the 
Governor General therefore has no business to 
issue instructions now to safeguard the financial 
policy 01 the cash balances of the Government. 
Similarly the restrictions on the business of the 
London Office of the Bank have been done away 
with, and it has been empowered to open branches 
abroad or in India, It has further been allowed 
to deal in foreign exchange, to make loans for nine 
trontbs instead of six, as in case of other bills, 
against agricultural bills and against movable .or 
irrmovable property to courts of wards, to lend 
ironey or open cash credits on the security of the 
Besetve Bark shares and security of municipalities 
and against goods hypothecated or pledged. It 
can also buy, sell, draw, accept and discount bills 
of exchange out of India and borrow outside 
India. 

The Central Board now consists of Presidents, 
Yice*Presidents and Secretaries of the Local 
Boards and rne person each elected frem amongst 
the members of the three Local Boards at Bombay, 
Calcutta and Madras ; a Managing Director and a 
Deputy Managing Director appointed by the Central 
Board, two persons nominated by the Governor 
General who should not be officials of the Govern* 
ment, and certain persons who might be represen- 
tatives of any new Local Boards. The Central 
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Government can nominate one member to the 
Board who can attend meetings but cannot vote. 
There are 15 members of the Central Board at 
present and seven of the local boards each at 
Bombay and Calcutta and six at Madras. 

Agreement ioith the Reserve Bankt The agree- 
ment IS for 15 years after rrhich it will hold good 
until terminated by a five years* notice on either 
side. As per the agreement the Imperial Bank is 
the sole agent of the Reserve Bank throughout 
British India where it had a branch when the 
Reserve Bank came into existence in 1935, and 
where there is no branch of the Banking Depart- 
ment of the Reserve Bank. It performs the nsualx 
banking functions of the Central and' Provincial 
Governments and the Railway Board m such 
places on behalf of the Reserve Bank. The 
Reserve Bank is to pay remuneration to the Imperial 
Bank for this agency business for the first ten 
years at the scale of 1/16% of the first 250 crotes, 
and 1/32% on the remainaer of the total annual 
receipts and disbursements on Government account. 
After 10 years the scale is to be revised, and there- 
after, it is to be paid on the basis of the actual 
cost to the Imperial Bank. For maintaining the 
branches which existed at the commencement 
of the Reserve Bank Act 1934, the Imperial Bank 
is to get 95 lacs of Rupees in 15 years from the 
Reserve Bank as follows ' 9 lacs per annum for 
the first five years ; 6 lacs per annum for the next 
five years and 4 lacs per annum for the next five 
years. 



220 


BA2fKING 


Its Services and Achievements 

The Impeiiai Bank oC India has rendered 
yeoman services to the cause of joint stock banking 
■daring the last twenty one years of its exvstence. By 
opening a number of branches and offices (390 at 
present) throngbout the, country and, especially in 
places where there was no office of a bank before, it 
has stimulated the development of banking by 
inculcating the habit of thrift and banking. It has 
ttaiueda large numberof memn the modern methods 
of banking required for its branches and to that ex- 
tent has relteveduuemploymeotauaong theeducated 
classes. It has improved the banking standard of - 
the country by its sound principles.' It has abolished 
the former system of decentralised reserves in the 
form of treasury aud sub-treasury balances and by 
handling the Gavernmeot balances has relieved the 
monetary stringency during the busy season and 
prevented the bank rate from rising very high, 
it has introduced a little bit of elasticity of cur- 
rency by providing rediscounting facilities to 
other banks and by advances to them on the 
security of Handies and bills of exchange. - Its 
branch in London has meant a closer touch with 
the London money market and has enabled its 
customers to get trustworthy information about 
English concerns/ The mobilisation of the millions 
of the treasury balances has immensely increased 
the banking power of the country and has enabled 
the bank to provide finance for internal trade It 
has provided cheap and ready transfer of funds 
from one part of the country to another to the 
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banks which have no branches at the place of 
transfer at a maximum rate of 1 anna per cent for 
sums of Rs, 10,000 or over and to banks trans- 
ferring between branches at the rate of only half 
an anna per cent. It charges •/4/- upto 1000, •/2/- 
between 1000 and 10,000 and -/l/- for sums 
over 10,000 from the public. It has done the 
financing of the internal trade by advances to 
shroffs and of industry by advancing clean loans 
and produce loans. The former is granted on 
pro-notes signed by two persons and on a personal 
guarantee of some of the shareholders of the 
concern as in case of the cotton and jute mills. 
The latter is granted on country produce stored 
in the godowns of the bank. 'It also discounts 
hand bills for approved customers which are purely 
financial bills. ' ‘ Growing crops have never been 
financed except by grant of clean loans on the 
personal guarantee of two sureties,' The concen- 
tration of the reserves has meant economy and 
efficiency in theit movement for providing business 
accommcdation. Through the bank the govern- 
ment has been able to float loans cheaper and has 
succeeded m tapping the small investors. 

However, the bank being a private share- 
holders’ bank entrusted with the monopoly of 
government barking business has failed utterly to 
act as a guide, friend, and philosopher to other 
barks m times of need. It hasbeen preventedfrom 
catrjirg cn foreign exchange business upto 1935 
and, therefore, from financing the foreign trade 
of the ccuntry and, hence, the monopoly of the ex- 
change banks hasbeen left intact. It is a European 
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The followiag table shows the progress of the Baok since 1921. 
( Zn hcXfa cf Rupeeg ) 


Year 

Dec 

Paid up 
! capital 

iRcserre 
j & Rest 

f Public 
j Deposit 

Pnva'e Cash 
Deposits Balances 

'r«; 

Loans and . 
advances 

1921 

5,62^ 

' 4,14 

6,80 

1 65,77| 13.60 



1922 

•5,62i 

1 4,33 

14,15 

j 57,00' 15,07 




1923 

5.624, 

( 4,55 

8.56 

t 74,191 15,01 




1924 

5,62i 

4,80 

7,50 

76,71 15,60 
77,83 17,46 , 



1925 

5.62^ 

4,92 

5,46 



1926 

5,62f 

5,09 

6,45 

73,89{ 20,90 




1927 

5,624 

5.24 

7,20 

72,07 10,89 




1928 

5 624 

5.39 

7,95 

71,30' 10,58 




1929 

5.624 5,48 

7,60 

71.641 14, OC 




1910 

5,624 

3,53 

7,37 

76,60 13,04 



,,, 

mi 

5,624 

5,U 

8,32 

63,86 

11,04 



... ) 

1932 

S.tlSi 

5,41 

7,07 

68,361 20,97 



1933 


5,49 

6,44 

74, li 

;i8,go 

t 

... 


1934 

5.624 

5,66 

6.72 

74, 

1^97 




1935 

5.62jf 

5,471 

* 

79,10 

19.59 


46,88 

21,58 

1936 

5,62i 

5,50f 


78,80 8,56 


52,59 

26,76 

1937 

5,62^ 

5,50f 


81,08 

13,43 

47,62 

29,37 

1938 

5,62^ 

5,55t 


81,51 

8.99 

43,72 

38,30 

1939 

5,62i 

5,601 


87.84 

11,09 

38.02 

48,28 

1940 

5,624 

5,62f 


96,03 

24,83 

48,57 

32,31 

1941- 

5,624 

5.62it 


108,92 

15,27 

64,40 

38,88 

30tli 

June 

1942 

5,624 

5,70t 


137,17 

38,16 

75,54 : 

33,29 


The Bank lias paid a dmdend of 16% from 1921-31 and ol 12*/» 
free of mcometax since 1931. It »9 the strongest and a pririJeged joint 
stock bank and its sbaies h«e been qncitad at a \ery high 


preminni. 

*Ihe public deposits were transferred to the resetre Bank of ludia 
. in 1935. 

^Excludes balance of profits. 
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manged bank and this fact has failed to inspire 
confidence into the Indian joint stock binks who 
have very much resented, and resented rightly, its 
privileged position and unfair competition in 
matters of ordinary banking, it has collaborated 
vrith the exchange banks in discriminating against 
the Indian joint stock banks and other institutions 
in various respects. It has not provided for the 
training of Indians for technical and higher posts 
and its scheme of training Indians has not at all 
worked satisfactorily. It utilised the Government 
balances without any charge and did not pay any- 
thing to the government even from its profits as 
the Reserve Bank does at present. It had no 
control of note issue and could not therefore co- 
ordinate currency and credit and control effectively 
the banking system through us bank rate. The 
control exercised by the government through t^e 
Controller of Currency had not been so effective 
as It ought to have been. It still continues a 
somewhat privileged position as the sole agent of 
the Reserve Bank and this is very unfair to other 
banks. 


CHAPTERXUI 
EXCHANGE BANKS 

Exchange banks are the agencies of foreign 
banks and associations which, as their name 
implies, specialise in dealing with the foreign 
exchange business. They have a monopoly of 



224 


BAITKING 


financing the foreign trade of India and do it 
mostly with the baying and selling of foreign 
bills of eschange. The total foreign trade of India 
averages annually more than 600 crores of rupees 
bat it IS a pity that most of this trade is financed 
by foreign hanks and thetc agencies and no Indian 
joint stock bank, except the Imperial Bank of 
India since 1935 and the Central Bank of India, 
which started a branch tn London in 1936, has 
the equipment or the resources or necessary 
technically qualified staflf or branches abroad in 
international monetary centres to' carry on this 
business Unfortunately the Centra! Bank branch 
was amalgamated in 1938 with Barclay’s Bank. 
Legally the Indian joint stock banks are not pie' 
vented from undertaking the business of dealing in 
th^foreign exchanges, but, on account of the formid' 
able competition of the well and long established 
Exchange Banks, with their vast resources and easy 
access to international monetary centres, they are 
precluded from engaging in this line of business. 

The E. I. Co. which had a monopoly of trade 
regarded the business of exchange as peculiarly 
Its own and it was only when this monopoly 
was broken m 1853 that the first exchange bank was 
established. The origin of the exchange Banks 
is to be found in the discount and acceptance 
houses which were started towards the second half 
of the eighteenth century to provide remittance 
facilities to European settlers and businessmen in 
Calcutta, Bombay, Madras and Rangoon etc. 
Messrs, Thomas Cook and Sons are the survivors 
of these old agency bouses which specialise at 
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present in tourist traffic business. Wa had in 1933 
eighteen exchange banks in outf country with 85 
branches, eight oE which were English, three 
Japanese, two American* one French, two Dutch, 
one Portuguese and one of Taiwan. Since 1934, 
the Imperial Bank of Prussia has closed its branch 
at Bombay ; now we have only 17 Exchange banks 
with 98 branches. Germany, Italy and Belgium 
are the only important countries in trade relations 
with India who have no exchange banks of their 
own here. Among the Indian banks, the Alliance 
Bank of Simla and the Tata Industrial Bank did 
some exchange business but the first was liquidated 
in 1923 and the second was amalgamated with 
the Central Bank of India m the same year» Thai, 
the foreign exchange business is the practical 
monopoly of the foreign banks here. The policy 
of open door in banking and exchange has led to 
the representation of many nationalities and makes 
a national solution of the problem very difficult 
indeed. Gradually these banks have extended their 
activities away from the handling of foreign 
exchange business and financing of foreign trade, 
and ate now formidable competitors in the ordi* 
nary business of banking. 

Broadly speaking the functions of these banks 
ate: — 

1. Financing of the export and import 
trade. 

2. Buying and selling of gold and silver. 

3. Discounting of foreign bills of exchange. 
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Market. Then in the London money market this 
documentary hill is rediscounted with the Bank of 
England with two British signatures. The ex- 
change bank in this way receives sterling for its 
rupee payments in India. Sometimes when the 
business is dull the bill instead of being sold and 
rediscounted is held tiU maturity and sometimes 
it is sent for collection through the exchange 
bank. la such cases therefore the Indian exporter 
has to wait till the maturity of the bill for the! 
receipt of the amount of the bill and loses therefore 
interest on his capital invested. Moreover, most of 
these bills are drawn in sterling or in terms of 
foreign currencies and therefore he loses on account 
of changes in the exchange rate as well. 

The financing of.the import trade is done either 
by sixty days’ sight drafts on D/P terms drawn 
on Indian importers or by London Banks’ accep- 
tance of house papers. In the 6rst case the bills 
are drawn by foreign expirters on Indian importers 
and documents of title delivered to the Indian 
importer only when he has paid for the bill. 
These bills are also u’luilly in foreign currencies 
and sterling. In the seond case the exporter draws 
a bill on the London O lice of the foreign bank 
which accepts the bill on behalf of the Indian im- 
porter and the drawer then discounts it m the London 
money market.. The accepting bink forwards the 
relative documents to its branch abroad for collec- 
tion of the proceeds from the foreign office of the 
exporting firm and the proceeds are sent to London 
before the bill matures in order to enable the accept- 
ing bank to pay the bill on maturity, in both these 
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cases these bills are drarm in sterling and in the 
former case interest at 6% per annum is payable 
from the date of the bill to the date of the arrival 
of the funds in London. In the latter case the 
importer benefits on account of a lower discount 
rate as London is an international money market. 

Complaints agatost Exchange Banks 
1. Thtxr hostile attitude totrards Indian 
Qs’piraiioxxs hoth political and economic : The 
exchange banks regard themselves as part and 
parcel of British Commerce, are the members of 
the Associated Chambers of Commerce, and they 
have consistently opposed the grant of responsible 
self-government to the nationals of the country 
and of fiscal autonomy. A proof of this statement 
is to be found in the views and memoranda sub- 
mitted by the Exchange Banks’ Association before 
the various committees and commissions on Indian 
Currency, Exchange, and Tariff Problems. The 
institution of the elaborate system of commercial 
and economic safeguards in the Indfan Constitu- 
tional Act 1935 was done mostly at the instance 
, of these banks so that their vested interests should 
not be jeopardised by any national government. 
The absence of the gold standard with gold into 
active circulation m India is also due to their cons- 
tant opposition. 

2. Unfair {competitionioith ^Indian joint 
stock kanks in even inland trade and a dose 
monopoly of the foreign exdxange business The 
exchange banks do not in reality, as they allege, 
confine themselves to the financing of the foreign 
trade of the country, the tourist traffic, and dealing 
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in piecions metals, but with their long espetience 
and enormous resources compete unfavourably 
with the Indian joint stock banks in securing cus- 
toms from Indian businessmen and Indian firms 
in the matter of attracting deposits and carrying 
on the ordinary business of banking for them. 
They finance internal trade at Cawnpore, Delhi, 
Amritsar etc. Not only this, they do not allow 
any Indian bank to engage in the foreign exchange 
business by underselling it. If any Indian bank 
is ‘courageous enough to engage in the business it 
is killed by the exchange banks^ acting in common ; 
e. ^.•the Tata Industrial Bank and the Alliance 
Bank of Simla and Central Exchange Bank of 
India. A proof of the former charge is to be 
found in the recent absorption of the Allahabad 
Bank with its branches all over the country in 
upcoontry towns and centres in the Lloyds Bank. 

3. Undue dtscrimtnation hetveen Indian 
and non-Indtan Jirms and business houses in 
the matter of rendering services and in insurance 
and shxpjjing etc.'. The Indian banks ate prevented 
in a nuuber of wa>s from becoming the members 
of the clearifjg hoare, managed and controlled by 
the exchange banks in co-operation with the 
Imperial Bank of India. They do not accept 
marine and fire insurance policies executed with 
the Indian insurance companies and other Indian 
concerrs. The same is the case with Indian 
sbippirg companies.! 

4. Their directorate being non-Indian, they 
do not allow Jacili ties to Indians for training for 
the higher and technical posts nor employ Indians 
on them. 
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5. They collect funds from Indian depositors 
and send them to their conntries to be employed 
more profitably and thus eau^e a monetary 
stringency in Indian money market during the 
busy season to the detriment of inlarid trade and 
business. On the other hand, the exchange banKs 
claim that their connection with international 
monetary centres enables them to draw upon those 
markets m times of need and thui ease the 
situation. 

6. The services rendered by them are very 
e^ear as IS evident from the fact that interest is . 
charged on import bills at the rate of 6% both 
ways from the /adian importers from the date of 
the drawing of the bill to the date of the arrival of 
the proceeds in London. 

7. They have no confidence in the integrity 
and character and business hke dealing of the 
Indian firms and basinesses which is a reflsction on 
the national honour of Indians. Tney sulfer from a 
very bad and virulent type of racial prejudice and 
abhor the idea of social intercourse with Indians 
to such an extent that even the tallest among the 
Indians who live in Buropean style are debarred 
from the membership of their dubs and 
associations. 

8. They have their capital in foreign 
currencies and in matter of dispute they . are 
governed by the laws of th&r own countries and 
not by the British Indian Law, although they carry 
on their business in India, among Indians and 
with Indian deposit. Indians are precluded from 
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becoming shareholders of these banks, have no 
voice in their minigsment or in their directorate* 

9. Banking may be regarded essentially a 
key industry and as such it ought to be open only 
to the nationals of the land and no foreign element 
should be allowed to exploit it. This is the rale 
in every country of the world except this unfortu- 
nate land where, not only the foreigners are 
permitted to carry on the business of banking 
without being subject to the law of the land, but 
they claim it as a matter of tight, and regard it as 
a close preserve and monopoly, which the Indian 
banks should not be allowed to enter. 

Restrictions Proposed 

1. No foreign bank should be allowed to 
carry on the business of banking in India without 
a specific license from either the Finance Member 
of the Government of India or the Reserve Bank 
of India including the existing banks. The majority 
of the Central Banking Enquiry Committee how- 
ever, did not favour this discrimination as regards 
the existing banks. 

2. Their capital should be in Rupees and 
shoold be open to Indians for subscription. 

3. Seventy-five per cent* of the directorate 
should consist of Indians. 

4. Adequate facilities should be provided by 
them for the training of Indians for appointment 
on the higher and technical posts. 

5. A comprehensive banking legislation 
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Opened a branch in London to carry on foreign 
basiness, bnt it has closed it. 

With the establishment of the Reserve Bank 
of India, all these exchange banks were enlisted 
in the second schedule to the Reserve Bank of India 
Act 1934 as scheduled banks, and hke others, 
they have to maintain the minimum balance of 5% 
and 2% of their demand and time liabilities 
in India respectively with the Reserve Bank and 
submit weekly or monthly statements of their posi- 
tions to it. Thus, to some extent they have come 
within the orbit of the Indian banking system, bat 
there is no effective control exercised by the Reserve 
Bank over them. Their deposits in India and 
Burma increased from Rs. 67,20 lakhs in 1933 
to R«. 74,03 lakhs in 1939 and to Rs. 85,57 lakhs 
in 1940. Their cash balances m India and Burma 
increased from Rs. 7,39 lakhs to Rs. 16,53 lakhs. 


CHAPTER XIV 

( A ) CO-OPERATIVE BANKS 
Co-operation may be defined as the_ vplunmry 
association o f weak and isolated individuals for 
common economic benefits with an emphasis on 
the moral and educative aspect with a view to 
develop the man himself. A co-operative credit 
society or bank is such an association of the eco' 
nomically weak and needy individuals_who combine, 
together _to develop thrift and self-help amongl 
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did not provide for the organisation of central and 
provincial co-operative banks for financing and 
controlling the primary credit societies nor did it 
provide for non-credil societies. It further provid- t 
ed fot free but compulsory audit of their accounts 
by government inspectors, for thet establishment 
of provincial co-operative departments under 
Registrars and granted a number of valuable con- 
cessions and privileges like kxemption_frQm_inCQme- 
tax, stamp and registration, concessions in money 
mHer commission on money sent from one society 
to another and the freedom of the interest or shares 
oPa member of the society from liability to private 
debts. Upto 1912 there was only Rs. ZS-lakhs of 
capital in the entire movement when the Act of 
1904 was amended, and although the new Act 
provided for the development of other forms of co- 
operation, yet credit element preponderates even 
to-day. Then, the Maclag an Co mmit teeJn 1914 
reviewed the working^oTuie entire movement and 
made very valuable suggestions for its impove- 
ment and further extension. It recommended the 
establishment of Provincial Co-operative Banks 
and an All-India Co-operative Bank. In response 
to this, provincial banks have now been established 
in all provinces except U. P,, N. W, F. P. and the 
centrally administered areas of Delhi and Ajmer- 
Merwara. The Reforms of 1919 mads Co-opsta- 
tion a Transferred Provincial subject under an 
Indian minister, and since then a great stimulus 
has been given to its development by consolidation 
and rectification of the existing societies and by 
encouraging the development of new ones. The 
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Act of 1912 had been replaced by new provincial 
acts in Bombay in 1925, Bnrma 1927, Madras 
1932, Bihar and Onssa in 1935 and in the Punjab 
it IS in progress. Provincial enquiry committees 
■have aho been set up and have repotted in U. P., 
C. P.j Madras and Borma, and all- India surveys 
and inquiries have been made by the AgricnUural 
Commission, the C. B. E Committee besides local 
investigations by Provincial B. E. Committees* 
All these reports contain a mess of valuable iofor- 
mation and suggestions for the improvement of 
the movement in all its aspects. Finally, the 
establishment of the Agricultural Credit Depart- 
ment of the Reserve Bant of India and the rural 
uplift and reconstruction movement organised by 
the Congress ministries have infused a new spirit 
in tbe'^movement and given greater emphasis on 
the development of all-round co-opsration by the 
establishment of muUt'purpose societies. 

The movement has made a very steady pro- 
gress, but Its success is greater in Bombay, Midras 
and the Punjab, because the cultivators there can 
offer mottgagable right lo the land, while, in other 
provinces, Zamindari system prevents such rights 
of tenants. The C. B. Commntee found that there 
were about 100,000 societies with 50 crores work- 
ing capital out of which only 14 crores was made 
up of shares and Reserves and the remainder ’of 
deposits and loans and the movement had touched 
15 roilUon people if an average family consisted of 
five persons. Since then the progress his been 
very rapid andm l936-37there were 1,10 9 )7socie- 
ties with 47,18,141 members and 1,01,59,55,000 
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Rupees as working capital. The overwhelming 
majority of these ate piimaiy rural credit societies. 
The progress of the movement^ however, is very 
disappointing, if the sis:e and population of the 
country are taken into consideration. Only a small 
part of the needs of the rural areas is supplied by 
it, although its benefits ate not only econpmicjiut 
s ocial and educational also. It has saved a good 
deal in interest charges and provided for short 
and intermediate needs of its members at reasonable 
rates besides a host of other material, social and 
educational beneOts. 

CO-OPERATIVE CREDIT BANKS 

Agricnltaral ot Non Agrjcnltaral 

Rural or Urbaa 

1 


Primary Central Unions Prorincial 
Societies & Banks Banks 


Primary Central Unions ProTincial 
Societies & Banks Banks 

Primary Societies 

The primary sccie^tics fctm the base cf th& 
sliuctnie cf the cc-opcrati\e credit i^ovement. 
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They are assocjations of borrowers and non-bor- 
ror^rs resident in the same locality. The member- 
ship is open to any person of good character 
without any distinction of caste, creed, and calling 
BO that a spirit of co-operation may be fostered. 
,prhe area of operation is restricted to a village. 
^uval societies are organised on Raiffeisen model 
'}7ith unlimited liability (oUimately it is a contri- 
butory liability) while the urban ones are organised 
on Schulze Delitzsch and Luzzatti models with 
limited liability or unlimited at their option. A 
member’s liability subsists for two years after the 
cessation of membership. A Halsiyat or Property 
Register is kept foe record of tangible assets of the 
■society, \ They obtain their funds by shares, (U.P., 
Panjab, Madras and Burma) by deposits from non- 
members and sympatbisers^and by loans between 
^ and I of the valueof net assets only from Central) 
and Provincial Banks and Slate, The contri- 
bution of share capital is, however, not essential. 
The C.B. Committee recommended an encourage- 
ment of the method of sobjcnption and deprecated 
the attraction of deposits from non-members at 
high rales of interest. Ihsy are to act as savings 
banks and promote thciftr'" 

Loans are granted to__mambers only and to 
non^members with the sanction of the Registrar. 
The maximum value of shares held by an indivi- 
dual is restricted as also his right to transfer or 
charge his shares, which are exsmpied from 
attachment or sale by courts or in mjolvenoy pro- 
ceedings. Every member^ has only one vote 
irrespective of shares held. *An elected committee 
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■with a preside nt and a paid o r elected secretary, 
■uodec the general body of shareholders, looks 
after the management of the society which has 
a prior claim, except in case of government does, 
to other creditors of its members for agricul- 
tural loans. Bat there is no specific charge and 
the prior claim does not apply to all advances for 
crop financing. The Bombay Provincial Act has 
converted this prior claim into a first charge and 
the C. B. Committee has recommended the same 
to be done elsewhere. Loans, based on their objects) 
and the repaying capacity ate granted to the extent! 
of 50% of individual assets of the members for 
cultivation expenses, purchase of fodder, implements, 
and cattle, payment of land revenue, redemption of 
debts and mortgages, personal maintenance, litiga- 
tion and ceremonial expenses but not for specula- 
tion and wasteful expenditure. Unproductive, 
loans are given sparingly for smaller amounts andl 
•shorter periods than productive loans. They acej 
advanced mostly on personal security of the 
borrowers and sureties and sometimes on the^ 
mortgage of property. The rate of interest varies 
from province to province and within the province 
itself. If there are reasonable grounds, like failure 
of crops for default in payment, extension is 
usually granted. All societies have to create and 
maintain reserve funds out of profits : societies 
without share capital catty the entire profit to an 
indivisible reserve ; whereas those with shares credit 
a substantial portion to the indivisible reserve and 
distribute the test as dividends. Expenses on 
education and charity are also provided. Some 
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; 60 cieties give loans out of the reserve to their 
'members, while others deposit them with tbe- 
ccntral banks. The C. B. Committee has supported 
;the latter practice and pleaded for the grant of 
•loans in lieu of these deposits at concessional rates 
to the societies concerned. 

The urban credit banks are the most suitable- 
agencies /or non-agricaltonsts, small traders and 
artisans, and, on account of the difficulty of opening 
branches by the Imperial and other joint stock 
banks in smaller towns and talulcas, there is an 
imperative need and wide scope for the develop- 
ment of these urban banks in India. The number 
of such banks was only 5,936 in 1936*37. The 
.Banking Enquiry Committee and the Foreign 
Expects advocated the establishment of such banks 
in as large numbers as possible. Their develop- 
ment will act as the most powerful lever for the 
revival of cottage industries. 

Besides these artisans’ societies a large 
number of other non*agiicoltoial credit societies 
have of late come into existence. These are the 
People’s Banks of the Luzzatti model in Bombay, 
Madras etc., the thrift and life insurance societies 
of the Punjab Madras and Bombay ; the Salary 
Earners' Societies for Government and business 
employees m Bombay, Bengal and Madras ; the 
Communal Societies ; Factory Workers’ Societies 
in important industrial centres ; and the Depressed 
Classes Societies of Bcmbay. All these societies 
aim at the encouragement of thrift and saving by 
providing facilities for investment in small amounts 
and some arm st ths redcsfpiica c! ^b:s. 



CaOPERATIVE BANKS 


243 


Central Ba nks and Unions .'—Even before 
the Act of 1912 provided for the registration of 
central societies as powerful agencies to organise, 
control and finance the primary rural and urban 
banks, a large number of central unions and banks 
had come into existence. 

The primary credit societies in a certain area 
are affiliated or federated to a central society of 
individual members and primary societies. They 
are usually found in headquarters or other big 
towns of a district. If the membership of a central 
society is confined to primary societies only it is 
then called a Banking Union, which maybe either 
a^guar^teetng union* as in Burma, or a ‘supervis- 
ing iani^’ as in Madras and Bombay; or ‘Bank, 
ing union* as in the Punjab. The Maclagan 
Committee recommended the establishment of 
guaranteeing unions in all places where there ate 
primary societies and central banks. When the 
membership consists of both primary societies and 
individuals then the central society iS called a 
Central Bank which may be capitalist, mixed and 
pure. The former is dominated by individual 
shareholders and does not exist in India, while the 
inixed type comprising both primary societies and 
individual shareholders gives preference to the 
former in management and share capital and it 
is considered as the most suitable for India under 
the existing conditions and is most prevalent m all 
provinces. The pure or the ideal type comprises 
only societies as members and is found mostly in 
Punjab and Bengal. The Maclagan Committee 
and the C. B. Committee recommended that ihe. 
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societies shonld have a dominating voice in the 
management, aithoogh the latter thought that 
individuals should not be eliminated. Their 
liability is bmtted. 

The central hanksare higher financing agencies 
and a link between the primary societies, the Apex 
Banks and the money market. The y fin ance the 
primary credit societies and act as balancing 
centres to them as regards their working capital. 
They raise funds and lend to the primary societies 
on co-operative principle either directly or through 
guaranteeing unions and very often look after 
their organisation and sopervision through their 
staff of inspectors. Their area of operation ordi* 
rarily extends over a district. They also transact 
ordinary commercial banking to some extent. 
Their working capita! consists ofitbeir own share 
capital and rejerye, deposits of various kinds from 
individnals, local bodies and primary societies^ 
overdrafts and short term Ipans from the Imperial 
Bank and some other joint-stock banks and Joans 
and advances from the Apex or Provincial Banks 
and very seldom from other central banks (because 
such interlocking of liabilities is dangerous). The 
dividend paid by them is_restricted by statutory 
roles and does not exceed 9%; thpir len^jj rates 
are usually higher than borrowing rates by 3%. 
TwenTy,five per cent of their net profits must be 
allocated to the reserve fund. To pay the claims 
of the depositors they axe required to keep sufficient 
liquid Tesources in cash balances, unutilised cash 
credit with the Imperial Bank and Government 
promissory notes. The Maclagan Committee and 
the Reserve Bank of India have emphasised the 
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necessity of^ maintaining flaid resources and at- 
tracting adequate long-term deposits. The Central 
Banking Committee proposed the institution of a 
■bad debt f und.oQt of the annual profits in addition 
to tne reTerve fund to provide for losses caused by 
non-payment of loans by some of the societies. 
The Committee also proposed the coupling of a 
reserve liability trith the limited liability of the 
primary societies only to increase protection to 
depositors and public confidence m them. These 
banks should so marshal their loans to the primary 
societies as to ensure sufficient repayment of cash 
to meet the withdrairal of deposits and should get 
cash credit and discounting facilities for elasticity 
of their operations. 

Provincial The Central Banks are 

federated into bigger central societies called Pro- 
vincial or Apes Banks trhicb co-ordinate and 
control the ivotking of, and act as financing 
agencies and balancing centres of working capital 
to, the Central Banks, They act as a link between 
the provincial money mark-etand commercial banks 
on the one band, and the creditsocietiesand banks 
on the other. They grant cash credit and discount- 
ing facilities to Centra] Banks. Ordinarily they do 
not deal with the primary societies directly except 
in places where central banks do not exist and 
they are conducted on business lines. They admit 
a large number of individual share-holders but 
steps should be taken to give a dominating voice 
in their management to co-operative institutions. 
They gtt their working capital' from their own 
sbaxp- caijjJAl. CfyjWjJarit/yib:? 
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banks and individuals, reserve fond, various kinds 
of deposits from the well-to-do nrban classes, 
primary societies and central banks and short- 
term loans, cash Credits and overdrafts from the 
Imperial and other joint stock banks. They lend 
to the central banks and primary societies and 
tbroDgh them funds flow to the individual borrowers 
in the villages. Except the conditions imposed on i 
granting of loans, the apex banks have no control 
or supervision on the central banks. They are 
also required to keep sufficient fluid resources and 
cash reserves for meeting the withdrawals of de- 
posits, and for elasticity of their operations they 
have cash credit and overdraft arrangements with 
the Imperial and Commercial banks and carry on 
the ordinary business of banking. They have/ 
been kept on the ‘.approved list* of ibe Reserve Bank ; 
of India and TlkT scheduled banks get free^mit-' 
tance facilities and rediscounting of co-operative’ 
papfif- cash credits and overdrafts facilities. 

There are iV Provincial Co-operative banks l 
9 in British India in Madras, Bombay, Bengal, 
Bihar & Ocissa, the Punjab, Burma, the C. P. & 
Berar, Assam and two in Mysore and Hyderabad 
States, U. P. so far has no such bank and the 
establishment of one is badly needed. The Pro- 
vincial and Central Banking Committees laid great 
emphasis on it. All these banks have formed the 
Indian Provincial Co-operative banks’ Association 
for co-ordinalton, and promotion of common 
interests and for supplying information as to eachi 
other’s flnancial needs- The Maclagan Committee 
’nati -rewnraR.’jrffd. e.aiaWi.’ihm/inf. of. an. All 
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India Apex Bank to provide rediscounting facilities 
and elasticity of operations to the Provincial Apex 
Banks, bat now that the Reserve Bank provides 
such facilities there is no need of an independent 
AlUndia Co-operative Bank- However, it should 
not be inferred from this that the Reserve Bank 
having central banking functions to perform can 
play the role of an All-India Apex Bank. It can 
only help the Provincial Banks to tide over 
temporary financial stringency by acting as ‘the 
lender of last resort’, 

SelaUon with the Genera^ -Banking Syste'n J— 
The co-operative societies have offered a strong 
competition to indigenous bankers and money- 
lenders and having Government protection they 
inspire a better confidence Inspite of this the 
relations between them have been generally cordial 
and the indigenous bankers help the societies in 
many ways. There seems to be little close 
competition between the commercial and co-ope- 
rative banks for the present because their respective 
spheres of activities he widely apart, but it has 
been alleged by the joint stock banks including the 
Imperial Bank that in matter of attracting deposits 
specially on account of their privileged position 
“and in purchasing drafts and selling remittance 
etc., there has been recently an unfair competition 
from the Co-operative Banks. Tnis allegation 
however, as reported by the Banking Committees^ 
isj iot we ll founded. Tne Governor of the Imperial 
Bank suggested before the C. B. Committee that 
Cb-operative Banks should confios themselves to 
co-operative banking and should not be allowed 
to compete with the commercial and indigenous 
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bankers m other banking Trorb, But the Committee/ 
did not agree and recommended that they should! 
be allowed cheque transactions, and granting of/ 
credit on current accounts and remittance business! 
The Assam Committee suggested that Central 
and Provincial Banks should deposit their surplus 
funds with the larger commercial banks and the 
latter should lend to the former during the slack 
season. Closer connection between the two was 
also emphasised by the Burma Committee and 
C» B. Committee supported both these views,. 
In matter of produce loans competition may be- 
expected in future. 

We have already pointed out that cash credit 
I and overdraft facilities ate granted by the Impe- 
I rial and some other joint stock banks to the 
Central and Provincial Co-operative Banks. The 
Imperial Bank has been doing it against Govern- 
ment and other authorised securities and demand 
pro-notes of borrowers and the societies. However, 
the Bank has been less willing m recent j'eats to 
extend this financiaP as'sistance against societies’ 
■pre-notes for short loans and has dern anded Govern- 
ment securities instead. This has been due to thei 
excessive overdues, inefficient audit and control of! 
the societies and the difficulty of selling the land 
of the members of the societies in the long run.. 
The C. B. Committee therefore stressed the im- 
portance of the Imf^fial Bank granting more 
liberally these facilities of cash credit and over- 
draft to the Central and Provincial Banks on co- 
operative paper. The Bank has agreed to deal 
with the matter more sympathetically in case of 
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pro-notes o( sound societies of A class. As to 
free remittance facilities the C, B. Committee 
recommended that the Imperial Bank should not 
reduce the facilities in this behalf under the rules 
of the Central Government and for remmitace 
regarding non-co-operative purposes, in should give 
the same concessions to these banks as it gives ta 
the joint stock banks. 

The Reserve Bank now gives free remittance 
facilities for co-opeiative purposes and for others 
jit a nomjnaLcharge between its office centres and 
the Imperial Bank does so between Us branch 
centres. Finally, the AgticnUucal Credit Depart- 
ment of the Reserve Bank has linked the co-ope- 
rative banks with it and through them provides 
cheap and adequate credit facilities to agriculture 
in the following manner:— 

The Provincial Co-operative Banks have beea 
, made Scheduled Banks and get rediscounting 
facilities. The Reserve Bank has been allowed 
to buy, sell and rediscount agricultural bills and 
pro-notes endorsed by a scheduled bank or a pro- 
vincial co-operative bank, drawn for the purpose 
of financing seasonal agricultural operations, or the 
marketing of crops, and maturing within 9 months. 
It is authorised to make loans or advances for 90 
days to provincial co-operative banks and central 
land mortgage banks declared to be provincial 
co-operative banks and through them to co-operative 
central banks and primary land mortgage banks 
against the security of (a) government paper 
(h) approved debentures of recognized land morc- 
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and which are teadUy matketaWe. Farther it can 
extend advances for 90 days to provincial co-ope- 
rative banks against the seccrity of (a) pro-notes 
of central co-operative banks and drawn for 
6nancing seasonal agricultural operations ;(3) pro- 
notes of approved co-operative marketing or 
ware-housing societies endorsed by provincial co- 
operative banks and drawn for the marketing of 
crops j and (c) pro-notes of provincial co-opera- 
tive banks supported by ware-house receipts or 
pledge of goods against which a cash credit or over- 
draft has been granted by the provincial co-opsra- 
tive bank to marketing or ware-housing societies.f 

defects and Suggestions for improvemeni i— 
The co-operative movement m India suffers from 
many serious defects. Firstly, there is an excessive 
and vexatious oficial control ioMch makes the 
movement mechanical and checks the development 
of the true co'operative spint, self help and sense 
of responsibility among the members. The 
government have taken a vigorous initiative in 
developing the movement and have judiciously 
avoided the policy of financial spoon-feeding 
because it is very undesirable. The C. B. Com- 
mittee recommended that in the interest of the 
tax-payer and of the fostering of self-help and self- 
reliance in the co-operators, the government should 
give only temporary financial aid to the societies 
to tide over an emergency. As regards official 
control and supervision, since 1921 there had been 
a tendency to liberalise and deofficialize, as far as 
possible, the movement on the recommendation of 
•Ike Maclagan Committee and others^ but since the 
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recent depression there has been a tendency in the 
reverse direction. The C, B. Committee therefore 
recommended a rejaratton of official control to 
popularise the movement and to develop a sense 
of responsibility and self-confidence among the 
members. 

Secondly, there has heen no proper separa- 
tion of long termt intermediate, and short-term 
credit supply to the cultivators. To remove this 
the primary societies should be restricted to the 
financing of short-term and intermediate credit 
needs only, and for the supply of long-term credit 
land-mortgage banks should be established. 

Thirdly, there is a lack of knowledge and 
proper understanding of co-operative principles 
and essentials of rural credit among the members. 
The supreme importance of educating and super- 
vising illiterate masses of cultivators and teaching 
them to manage their OTvn affairs has not been 
realised. The Co-oparaiive Departments and Insti- 
tutes should take special steps to provide adequate 
and efficient training to official and non*ofticial 
staffs of the societies and the services of school 
teachers and retired officiils m rural areas should 
be requisitioned, and trained secretaries should be 
appointed. The Government should spend more 
on such education of staff and members. 

Fourthly, audit is defective and doe^ not 
conform to the statutory provisions partly because 
of the paucity of auditors and partly because audit, 
fupervvsion and inspedaon, which are allied func- 
tions, are performed by different agencies and this 
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causes over-lapiging^ and loaste of efforts and mohey- 
Inefficient and incomplete atidit causes mismanager 
nxent, emhezzlements and loss of public Confidence- 
Co*operative audit includes eramination of 
overdues, and of the tevaluation of assets and 
liabilities. For efficient audit, supervision and 
inspection of the societies, district unions registered 
under the Co-operative Societies Act should be 
formed of the primary societies of the area. 
The managing boards of the unions should be 
composed of representatives of the societies and 
specially trained government officials and the 
staff should consist of persons licensed by the 
Registrar, These unions should provide training 
to candidates for appointment on the auditings 
supervising and inspecting staff of the cooperative 
organisation. They should irork in close co-ope> 
ration with central banks and should be federated 
into a Provincial Union or affiliated to a specially 
created audit branch of the Provincial Co-operative 
Institutes, 

Fifthly, the control and management is t'n* 
effcient and this breeds many defects- The manag- 
ing committees in many places are not properly 
controlled by the general bodies and appropriate 
targe loans to ihemselt>es. Loans are granted 
recklessly and extensions given without reasonable 
reasons. Repayment of loans are neglected by 
members and still no action is taken against them. 
This resuhs m excessive overdues. There is a 
tendency not to liquidate the societies even if their 
ccrdition is irreparable. Proper distinction bet- 
ween various fcrmscf loans and credits is not drawn 
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and accounts are not kept properly or upto*date 
nor the assets of the societies revised carefully. 
Thus, “the fundamemal principle of true co-ope- 
ration is lacking Overdues are highly excessive. 
Audit is defective, Control is ineficient?^ To 
remove these serious defects, the economic purpose 
of the loans and the repaying capacity of the 
borrowers should be properly scrutinised at the 
time of granting loans Loans to the members 
of the managing committees should be granted 
only in general meetings and supervisors and 
central banks should see that excessive amounts 
have not been given. Extensions for repayment 
should be granted only in exceptional circumstances 
and defaulters should be dealt with severely. The 
period for repayment should vary according to the 
needs of botcowecs but should not be more than 
3 years. To avoid the evils of bad management, 
if the Panchayat of a society grants loans in 
excess of the limits fixed by its by-laws or other- 
wise, then the members of the Panchayat should 
be held personally responsible as guarantors of the 
loans. Concentration of control into the hands of a 
fewer number of members prevents smaller produ- 
cers from getting adequate finance, and m case of 
central banks it leads ro over-financing to keep up 
dividends, high interest on deposits and superfluous 
deposits. Special steps should bs taken to 
avoid It and the members should be taught to get 
rid of dishonest office-bearers. The property state- 
ment of the societies should be kept up-to-date and 
prepared carefully, 

Sixthlyi co-operative finance is very often 
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inelastic, dilatory and inadequate chiefly because 
of the ineflicieney or selfishness of the managing 
committees- Inconvenience^ delay and inadequate 
loans drive the ctdtivatoTS to the money-lenders. 
Many societies borrow as moch as they can from 
central banks once a year and lend to the members 
in lamp sums in the expectation that the 6nance 
would last the whole year; bat the members spend 
the loans as fast as they can and then depend on 
money-lenders for their fotare needs. To avoid 
these defects the normal credit system shonld be 
introdaced. In this system the society fixes the 
credit limit of every member in advance and 
arranges for the necessary fonds m time in the 
form of cash credits wjib central banks and then 
lends to the members as they need. The members 
pay interest only from the time when the finance 
is availed of. Applications for crop finance can 
be made and sanctioned beforehand. The grant 
of cash credit on carrent accoont and cheque 
transactions should be introduced wherever possible 
to arrest the evils of inelastic and dilatory co-ope- 
rative finance. 

Seventhly, co-operative credit in man^pro- 
vinces is much too costly because of the intermediate 
agencies — the ■primary^ the central and the pro- 
vin^al co-operative banks — ichich have to provide 
for their icorking expenses out of the difference 
'^iceen the horroicing and the lending rates. The 
^imary societies do not ordinarily work as the 
‘savings and loan* banks of their villages and 
balancing centres for the demand for and supply 
of money ; they are mere agencies for distribution 
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of funds except in Bombay, obtained from the 
outside agencies. To reduce these rates punctual 
repayment by members and reduction in overdoes; 
borrowing by central bank .at cheaper rates and 
utilisation of surplus urban money inthe slack sea*^ 
son and reduction in their working expenses, direct 
tapping of savings by the rural societies ; and a 
closer co-operatjon between the central and pro* 
vincial banks should be effected. Moreover, the 
profits of the societies and banks should be exempt- 
ed from super-tax as also their earnings from 
investments in government securities and deben- 
tures of land mortgage banks, and they should be 
exempted from court fees and stamp duties. 

The co-operative societies and banks should 
collect savings deposits and encourage saving 
during plenty for use during scarcity ; cheque tran- 
sactions should be developed ; the banks ( central 
and provincial) should be managed by men trained 
in banking and co-operation ; the central and pro- 
vincial banks should be co-ordinated and there 
should be the fullest co-operation between the 
Agricultural and Co-operative Departments. To 
finance the marketing of crops on a co-operative 
basis loans should be given liberally to the societies 
and central banks for the erection or purchase of 
godowns in the irtq/ussil. 

Suggestions fij ike Agricultural Credit De- 
partment of the Reserve Bank of India .-—With a 
view to the rectification and consolidation of the 
co-operative movement, the Reserve Bank in its 
Report irrade ioflowing sug- 
gestions ; — 
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The overdoes and long-term loans should be 
separated from short term loans and placed on a 
-proper footing. For this purpose the overdoes 
should be reduced to such an extent that they may 
be cleared out of profits within 20 years by being 
written off from reserves in part and recovered in 
part from sale of members* assets and the remain- 
der spread out in instalments and transferred to 
land mortgage banks. Such a course will prevent 
withholding of further finance or wholesale liqui- 
dation of societies in arrears^ 

The societies are advised to build up strong 
reserve funds by keeping adequate margin between 
their borrowing and lending rates. This would 
help them in meeting losses during crop failures 
when the members ate not able to repay loans. 
Remissions and extensions can also be granted. 
It is feared in certain quarters that this would raise 
the interest rates. 

Loans in future should be restricted to pro- 
ductive purposes like cultivation expenses^ 'imple- 
ments and cattle etc. and loans for other unavoid- 
able purposes should be reduced to a minimum 
and kept within the repaying capacity of the 
cultivator, who should be discouraged from living 
beyond his means. To secure this, he should be 
prevented from borrowing from more than one 
source and his total liability .should be limited 
according to the value of the land or its rental. 

The primary credit society, being the pivot 
of the whole movement, should bs reconstructed 
on sound lines to enable it to secure to the culti- 
vator the benefits of not only cheap but guarded 
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credit b\it also the benefits of “better hvingj 
better farming, and better bnsiness”. It should 
be a multi-purpose society and bring the entire 
life of the cultivator within its ambit. It should 
be composed of members who understand the 
basic principles of co-operation and are imbued 
with the co-operative spirit of self-help and self- 
reliance. It should inculcate habits of thrift 
and investment by inviting members to deposit 
and take shares. The primary societies should 
be federated into small banking unions on the lines 
of the banking union at Kodinar m Baroda for 
conducting the allied functions of finance, super- 
vision, and education. They should be induced 
to take up joint marketing of agricultural produce 
of their members and should be linked up for this 
purpose with the central sale societies. This 
would secure the benefits of handling produce in 
hulk, uniformity in quality and storage and 
collection. They should have their own godowns 
and supply improved seeds to their members. 
The central and provincial banks should be re- 
organised to maintain fluid resources, adequate 
reserves and should be m closet contact with com- 
mercial banks of class A, The co-operative staff 
should be trained intensively in co-operation, rural 
economics, and banking. 

Recently the grant of Rs. 15 lakhs by the 
Central Government to the provinces has led to the 
starting of valuable co-operative training schemes 
in the various provinces, and the powerful drive 
of the congress ministries in eight provinces for 
rural uplift and reconstruction has given a very 
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welcome and healthy stimalus to the development 
of roolti'purpose co-operative societies. It augurs 
well for the future, and one may cherish the hope 
that, if the co-operative movement is revitalised 
and conducted on sound lines, as suggested by 
various committees and commissions, there is no 
reason why co-operation must not be the most 
potent factor in the social, educational and econo- 
mic regeneration of the stagnant villages and their 
teeming millions in India. 

Reserve Baak and Co-operative Banks 

The Agricultural Credit Department of the 
Heserve Bank is rendering very valuable services 
to the co-operative bank and societies not only 
through Its suggestions and advice for their ini« 
provement and greater serviceability but also 
through the provision of remittance facilities and 
financial accommodation to the co-operative central 
banks through the provincial co-operative banks. 

It keeps in touch with the various aspects and 
problems of co-operation, rural indebtedness and 
debt legislation, rural reconstruction and land 
mortgage banking. It advises on these and other 
cognate matters the Central and Provincial Govts., 
Registrars and co-operative banks, societies and 
others interested in rural credit and finance. In 
addition to the issue of various bulletins on village 
banks, banking unions, land mortgage banks, debt 
legislation and regiflation of money-lending and 
schemes for the revitalisation of the co-operative 
movement it has also studied the financing of 
agriculture by central banks and governments in 
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foreign coantcies, cattle and crop inmcance, con- 
solidation of holdings, licensed warehoasing, audit, 
inspection and supervision of societies and issues 
the statistical returns and annual review of the 
co-operative movement. 

Under the new scheme of remittance facilities 
(1st October 1940) given effect to from the 1st Sept.. 
1941, additional remittance facilities have been 
given to the provincial co-operative banks and 
central banks affiliated to them on the same prin* 
ciples as the scheduled banks. For co-operative 
banks and societies the mmimum exchange on 
drafts and mail transfers for amounts upto 
Rs. 5,000 is annas (our only. Upto 30ih June 
>1942, the provincial co-operative banks of Bombay, 
Madras, Sind, the Punjab and Ajmer availed of 
these facilities. 

hs to financial accommodattony Bank pro- 
vides agcicuUacal finance only indirectly through 
the provincial co-opsrative banks in times of 
emergency or seasonal stringency. Even then, 
because the loans have to be repaid within the 
prescribed lime, the provincial co-operative banks 
run on approved banking lines cannot use them 
for long term or continuing finance. In its cir- 
cular letter dated 14tb May 1933 to the provincial 
co-operative banks, the Bank while suggesting the 
' procedure and conditions of getting accommoda- 
tion by them from it, laid down the fundamental 
condition that the provincial co-operative bank 
must maintain with the Reserve Bank a minimum 
daily balance equal to 2^% of its demand and 
1% of its time liabilities in India and it should 
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sabmit periodical statements in prescribed forms. 
It also explained the implications of the sub-sec- 
tions 2(&), 4(a)} 4(c), and 4(d) of sec. 17 of the 
Bank Act under which (t has been required to 
grant financial accommodation to the provincial 
co-operative banks : 

(а) advances against Government securities for 
not mote than 90 days to p. c. banks and 
through them to central co-operative banks 

(б) advances against approved debentures of 
recognised land mortgage banks declared 
trustee secucities, if they are readily 
marketable. 

(c) discount of treasury bills. 

(d) loans for 90 days to co-operative banks against 
promissory notes of approved co-operative 
marketing or vrarebouse societies endorsed 
by the p, c. banks and drawn foe marketing 
or rediscount of such notes maturing within 9 
months ; or loans and advaces for 90 days on 
pro-notes of p» c. banks secured by warehouse 
warrants issued by corporations independent 
of the borrower or on pro-notes supported by 
decuments of title to goods assigned or 
pledged as security for cash credits or 
overdrafts granted by the p. c. banks to 
approved marketing or warehouse societies. 

(e) advances for 90 days against pro-notes of 
central banks endorsed by p- c. banks and 
drawn for seasonal agricultural operations or 
the marketing of crops, or rediscount of such 
notes maturing within 9 months. These 
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advances are made only against papers of first 
class central banks run on approved banking 
lines and bearing two good signatures, one 
being that of a p.c» bank. The bills or notes 
must be time bills or notes of fixed maturity 
not exceeding 9 months, be drawn in proper 
legal form and be free from conditions 
militating against their free negotiability. 
Like the scheduled joint stock banks, p. c. 
banks also do not usually approach the 
Reserve Bank for financial accommoda- 
tion they do so only m case of need. Some 
of them have received the necessary accom- 
modation in recent years against government 
securities. On 2nd January 1942, the Bank 
issued its new scheme of financial accom- 
modation to the central banks through the 
p. c. banks for financing seasonal operations of 
agriculture or marketing of crops at special 
rates. The scheme proposes to grant a rebate 
up to to p, c. banks rediscounting agricul- 
tural bills with the Reserve Bank provided 
the benefit of the rebate is passed on to the 
agiicuUuiists. Tbe details of the scheme 
are being worked out. 

(B) Land mortgage Banks 
Agricolture is tbe premier industry ur our 
ccuniry employing more than 73% of the popula- 
tion and therefore its importance in our notional 
economy cannot be over-emphasised. Credit is of 
the essence of agriculture t, e. for the^uccessful 
operation of agriculture, cheap and an adequate 
guantitv of credit is necessary. The cnlti.vajtnr 
requires it for financing current agricultural 
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the farmers, and specially their long term credit' 
needs, so there must be special institutions to doit-j 
Such institutions are the Land Mortgage Banks. ’ 
The loans advanced by co-operative societies t 
to their members and by the central financing 
agencies to their constituent societies are from* 
the very nature of the source from which they 
derive the bulk of their finance for short and in- 
termediate terms only. By concentrating upon 
the growth and multiplication of rural credit so- 
cieties and, thus upon facilities for short and inter- 
mediate term loans, the co-operative movement 
did not provide for the redemption of old debts 
or for increasing the earnings of agcicultaiists 
vrhich alone would prevent any further increase in 
the debts and pave the way for paying of the old 
ones. It does not seem to have been adequately 
realised that the removal or lightening of the 
heavy load of indebtedness does not depend so 
much upon easy terms of co-operative finance as 
upon the detetmmauon of individual indebtedness 
to the sahnkar, upon so fully financing the culti- 
vator that he could be prevented from going to the 
Mahajan any more, and above all, on making agri- 
culture an industry profitable enough to leave a 
reasonable surplus over all legitimate expenditure 
on agriculture and the household so that the saving 
would be applied to the liquidation of old debts. 
The mistaken idea that co-operative credit would 
serve this purpose, and which still clings, is largely 
responsible for increasing that load still further- 
Sbort or intermediate loans can, if judiciously 
employed, prevent any farther increase in the debt, 
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though even that m the present state of unecono- 
mic agriculture seems scarcely possible ; but it 
cannot leave any adequate margin of saving to 
redeem past follies or misfortunes. The Sahukac 
as adverted to above, is the village retailer as also 
the purchaser of the villagers’ produce, and what 
he cannot recover from the borrower by way of 
interest or the part payment of the principal, he 
can more than make good on the threshing floor 
or in his shop. The co-operative movement hy 
concentration on the supply of cheap capital or 
cred%t ^os attacked him only on one front so that 
the risks of non-petymcnt are saddled on the 
society while the profits of the merchant and the 
retail shopkeeper are still enjoyed hy the Mahajan : 
the attack ought to have been on all fronts. Under 
the circumstances, however, the clariflcation of 
the situation of the indebtedness is very important 
before the tackling of the problem of redeeming 
old debts. The C. B. E. C. has emphasised, there- 
fore, the need for a vigorous policy of debt re- 
demption on a voluntary basis and for exploring 
the possibility of undertaking legislation to secure, 
if need be, the settlements of debts on a compul- 
sory basis. A Rural Insolvency Act, as recom- 
mended by the Royal Commission on Agriculture 
and endorsed by the C. B. E. C. would also be an 
important step towards liberating those who have 
already given up all tbeirassets from the incubus 
of ancestral or old debts so that at least they and 
their heirs could start with a ^clean slate. Still, 
however, the need for lo^ term’ loans to the culti- 
vators for.land improvement and foe reckmptfon 
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of old debts is obvious, and thereforci the 
establishment of the Land Mortgage Banks has 
recently taken place. 

A land mortgage bank may be defined as an ins> 
titution “vrhtch raises funds by issue of debentures, 
bonds and shares etc. and by receiving deposits fo? 
long terms and employs such funds in financing 
the long term credit requirements of agriculture. 
There are three types of Land Mortgage Banks: — 
Co-operattve, Quasi-Co-operative and GommerciaU 
The c o-operative typ e of Land Mortgage Banks is 
a t] associ ation ^rrowers who raise credit by 
the issue” of mortgage bonds bearing interest and’ 
ma~de p ayable to bearer, it is meant for mutual 
help and is not organised for prefits, ll is illus- 
trated by the "GeTman 'Land Sebaften. The 
commercial type is represented by the Credit 
Foncier-de-Fcance Tf^h_.wqrks for profit andl 
declares dividends. The third type is an association 
of^boih borrowers and non-borrowers with a share 
c apit al and a limited liability. This is represented 
by the Austrian and Hungarian Land Banks. The 
banks organised so far in India are in a sense of 
co-operative type, though strictly speaking, they 
belong to the Quasi-Co-operative variety, admit* 
ting as they do to the membership a few non- 
borrowing individuals for aUracting initial capital 
as well as business talent, organising capacity and 
efficient rnanagement. 

There are 12 L. M. Banks of the co-operative 
type in the Punjab} two of which work over whole 
districts, while the rest work only over Tahsil 
areas. Jn Bombay there are 15 L,M, Sccktiss^ 
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and one central^ L._M. Bank, in Bengal, U. P. and 
Assam's 'eac6^ while Madras has over 100 primary 
L. M. Banks and a Central L. M. Bank. The 
chief objects for which these banks advance loans 
are the redemption of old debts, improvement of 
land and methods of cultivation, and the purchase I 
of land in special cases. The C.B,E-C. Js of the 
opinion that for long time to come the resources 
of these institutions will be mainly required for 
enabling the cultivator to redeem his land and 
house from mortgage and to pay off his old debts. 
One feels, however, extremely doubtful whether the 
emphasis should not be laid on the intensive and 
extensive development of agriculture, because 
unless agriculture becomes a paying industry, the 
redemption is impracticable and illusory. The 
'balk of the funds of these banks will have to be 
raised by debentures and for these purposes there 
have to 6e in the provinces a Central Land 
Mortgage Bank as in Madras and Bombay to help 
in the debenture issues. According to the C.B.E.C 
the Govt, will also have to help these banks for the 
success of the debentures issued by guaranteeing 
the interest as m the Punjab and in special cases 
by purchasing debentures of a certain value. The 
■success of these institutions in the case of the 
co-operative variety lies in mutual knowledge and 
control together with unlimited liability, that in 
the case of the limited liability L. M. Banks 
^depends on the capacity and business habits of thc j 
dir^fctoiale, sound valuation of security, careful' 
investigation of titles, correct assessment of bor- 
rowers’ credit and repaying capacity and efficient • 
management of affairs. ‘ 



CaOPERATTPE BANKS 


269 


Loans for redemption of debts, and for pur- 
chase and improvement of lands are given to 
members on mortgage of lands ppto^O% q|^ ^eir 
value in some provinces, while in others upto 3.0 
tTines the land revenije payble on them. Before 
the granting of a loan a thorough inquiry is made 
into the member’s title to the land, his rights t o 
a^lienale, hts repaying capacity and need for the 
loan. The period of the loans vanes from 16^ 
to 20 or 30 years in diflferent provinces and 
tfie interest vanes from 8 to 9 per cent. To pro- 
vide smaTT^agrrcahorists with long-term credit 
through mutual association and collective guaran- 
tee of their properties the R. AgncuUotal Commis- 
sion and the Banking Committees have suggested 
the establishment of co-operative land mortgage 
banks of the German type. They should be regis- 
tered under the Co-operative Societies Act with 
certain safeguards, limitations and privileges. 
And for the supply of long term credit to the 
large land-owners etc, they have suggested the 
development of land mortgage banks on the joint' 
stock principles as has been done in England, 
Fiance, Ireland, Egypt and Japan. 

The co-operative land mortgage banks raise 
their capital by issuing shares to be subscribed 
initially or out of grant of leans, and then by 
issue of debentures through a Provincial Corpo- 
ration and the interest on them is guaranteed by 
the Government or tbe principal is sometimes 
purchased by them. These ace declared as truste e 
securities and part of the share capital is some- 
times provided by the Provincial Government* 
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when a large capital is ceqoiced for business by 
these societies. Commercial banks also raise their 
capital by shares and debentures and a part of the 
capital IS provided by Provincial Government in 
the beginning or interest on debentures is guaran- 
teed and they are made trastee securities. Loans 
ajejrepayble in easy instalments. 

>, For further development, the co-operative 
land mortgage banks should be given summary 
powers of recovery bysale and foreclosure and the 
Land Alienation Acts and Transfer of Property 
Act should be suitably amended. It^Ui-purpose 
societies should be developed and greater co-otdi* 
nation between societies and land mortgage banks 
should be established and Government should give > 
mote help. 

The Reserve Bank of India, being precluded 
from granting long term loans, can only give 
limited financial assistance to land mortgage banks, 
Those c. 1. m. banks whichare declared p. c. banks 
under the Reserve Bank Act obcain loans for 90 
days against government securities in emergencies. 
The Bank helps them also by buying their deben- 
tures, or by granting loans to them ona government 
guarantee of both the principal and the interest 
if they are marketable. Inanote published recently 
the Bank has suggested certain improvements in 
flotation of debentures and their retirement by 
land mortgage banks and circularised with it a 
model form of balance sheet to all the central 
land mortgage banks. 

There were during 1938-39, 256 1. m. banks 
and societies with 79,596 memhets and wtch 
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Rs. 5,35 lakhs of working capital made up of 
share capital, debentures, deposits, loans and 
reserve funds. 

Co-operative Societies 1938'39 


( In lakhs of Rupees ) 


Provincial Banks 

Central 

Banks 

Aencoltocal 

Societies 

Non-agcicaUc^al 
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Non- 
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Credit N-’"; 

1 credit 
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.0 
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23,267 U.OOt 

6.6W 1 8.831 

Working 


1 



Capital 

18-3S 

29-12 

81-61} 

27-23 


(C) Post Office Saviogs Banks 

Post Offices in India also form part of the 
money market and provide important investment 
and banking facilities to the middle-class and the 
lower middle classes of 'people with slender 
incomes. They provide very important remittance 
facilities to the entire population. The invest- 
ment and banking facilities are the provision of 
deposits and withdrawal of funds in the Savings 
Banks, the purchase of cash certificates, buying 
and selling of government securities on behalf 
of depositors free of any charge and the issue of 
life assurance policies. 

Government Savings Agency managed by the 
Accountant General and the Sub-Treasurer had 
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been started in 1810 to take the place of the 
Agency Houses, This agency bnsiness was extend- 
ed by Lord W. BenUncfc between 1833 and 1835 
to the Presidency Towns when the Government 
Savings Banks were started. In 1856 the Bank of 
Bengal was appointed banker to these and the 
management of these Banks was entrusted to the 
Presidency Banks between 1863 and 1865. It was 
contemplated to open branches in other important 
towns in 1840 but evidence IS lacking with regard 
to their actual starting m them, In connection 
with certain selected district treasuries, District 
Savings Banks were opened in 1870. The post 
Savings Banks tcere started tn 1$8B and 
1883 and absorbed the distrtci savings banks in 
1886 and the Government Savings Banks of the 
Presidency towns in 189$. 

Ever since the start, the Post olBce savings 
banks had continued to progress rapidly and at 
the eve of the Great War there were 9,824 «banks 
with Rs. 23'16 ctores of deposits and 16,39,000 
depositors. During the Great War there was a 
set-back and, owing to panic, a large number of 
depositors withdrew their deposits. But it was 
only a temporary phase and, with the ready 
response of the Government to meet the demands 
for withdrawals m full, confidence was soon 
restored. After that there has been a, rapid 
advance again with a temporary set-back in 1930-31 
due to the world economic depression. In 1935-36 
there were 12,926 savings banks with Rs. 67*25 
crcres deposits and with 35,41,553 depositors. By 
'wii ♦he- dfiijnsits. had increased to 
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Rs. 74‘68 and Rs. 79’65 crores respectively. The 
deposits in India only were Rs. 8T94 crores in 
I939j Rs. 78‘o8 crores in 1940 and Rs. 59'57 crores 
in 1941. Still there is a vast field for expansion 
in a country where there are 5 lakh villages in 
British India alone. Lakhs of villages are still 
devoid of these facilities. 

These savings hanks are found at all head 
post offices, sub past offices and a few branch 
post-offices. They are administered by the Postal 
Department. The Government do not maintain 
any specific reserve against the savings banks 
deposits but their general balances are a security 
against the deposits. Their main object is the 
promotion of thrift and investment habit and the 
discouragement of hoarding among the middle, 
the lower middle and the working classes, but 
the industrial workers and peasants do not make 
practically any use of the facilities, provided by 
them. It is due to mass illiteracy, poverty and 
chrcnic indebtedness, and to the inadequacy of the 
facilities in the rural areas. A majority of the 
depositors are professionals and teachers, servants 
of Government and public bodies. Current 
Accounts are not allowed at these banks. The 
amount to be deposited in an account in a single 
year is limited to Rs. 750, and the total amount 
is limited to Rs. 5 000 for an adult and Ra 1,000 
for a minor. Accounts can be opened by an adult 
in his own name or in the name of his wife and 
minor children. The minimum amount to be de- 
posited at any time is four annas and withdrawals 
can take place only once a week. For every 
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depositor a Pass Book in English or local verna- 
cular is ipued and the details as to date, amounts 
and deposits or withdrawals are entered into it. 
The Pass Book must be presented either in person 
or through a messenger for every deposit or with- 
drawal. The rate of interest was reduced from 
3% to 2|% in 1933 and to 2% in 1935 and to 11 % 
later on, and it is calculated on the lowest monthly 
balance of an account between the 4th day and 
the end of the month. ^ 

Recently these savings banks had to face 
competition from co-operative societies, commercial 
and exchange banks and from War loans of the 
Government. The various Banking Committees 
have made a number of suggestions to improve 
the facilities given by these Savings Banks, Some 
of these proposals ate t— 

(1) Permission to open joint accounts payable to 
the survivor and assignment of the deposit by 
the depositor, 

(2) raising of the minimum limit in case of minorS) 

(3) deposits and withdrawals by cheques, 

(4) higher rates of interest like other agencies, 

(5) removal of restrictions with regard to the 
number of withdrawals in a week, transfer of 
money from one account to another, 

(6) increase in the nomber of the banks, which, if 
not payable, should be opened for two days of 
the week and worked in group with neighbour- 
ing post offices and the opening of such ■ 
offices in a few larger towns two or three 
evenings of the week, 
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(7) heads of factories and offices should bs allow- 
ed to open accounts on behalf of their 
employees and the services of the primary 
School teachers should be enlisted to run them 
in the country-sides. 

The second important service rendered by 
the Post Offices is the facility for the buying and 
selling of Government securities through them 
free of charge. The investor can take delivery of 
the securities or leave them in custody of the 
Deputy Accountant General, and he may purchase 
securities even if be is not a depositor in the 
savings bank. He can invest in any government 
loan directly or through the savings bank, through 
»the post office upto a maximum of Rs. 5>0DQ in 
each year after deducting the sales through the 
post office. The post offices also sell on behalf 
of the investor free of charge the whole or part of 
Government securities purchased through them 
and held by the investor or kept under custody 
of the Deputy Accountant General, provided that 
he is a savings bank depositor at the time of sale 
and that, if a part alone is sold, the balance has 
a face value of Rs. 100 or multiple thereof. 
Interest on.the securities, if held in the custody of 
the Accountant General Posts and Telegraphs is 
drawn and credited to the depositor's account and 
‘ no income-tax is charged on it. No fee, commis- 
sion, or brokerage is charged for purchase, sale, 
safe custody, delivery or drawing and remittance 
of interest. If securities liable to income-tax are 
purchased and. left m custody of the Deputy 
Accountant General the maximum limit is 
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Rs. 22,500. It has been sugge?ted that greater 
poblicity should be given to these facihlies to 
enable their use by a larger number of investors. 

The third important service regarding thrift 
and investment rendered by the Post Offices is the 
provision of cash certificates which since the 
Great War (1917*18) have attracted a large 
amount of capital from the middle classes. They 
are issued in amounts of Rs. 10 and multiples 
thereof at a discount and are payable in full only 
at the end of five years. The maximum holding 
of a person is limited totbe face value of R5.10,000^ 
The interest on them is free of incometsx and 
has been gradually lowered from 6% to per 
annum. If (hey are cashed within one year of 
purchase, no interest is paid and thereafter it goes 
on rising progressively. These certificates provide 
a very secure form of investment to the middle 
class with minimum of risk and maximum of yield. 
The decrease in the yield of other government 
securities and increase in incomttax in recent 
years has made them more popular on account 
of Ibe interest on them being free from incometax^ 
The total investment m them has varied according 
to the conditions to the money market, the rate of 
interest and general economic conditidhs of the 
people. In the immediate past the total amount 
of cash certificates has increased considerably due 
to the sale of gold and the investment of the pro* 
ceeds thereof m them and this inspite of reduction 
in the intetesf rate. On 31st March 1936, the 
value of outstanding certificates was Rs. 66 croresj 
Vi/i. Vu Ra, 60^ ctotes. on 
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31st March 1938. In order to popularise and 
•extend them it has been suggested that their terms 
of issue should be made mote favourable, that 
facilities for assignment should be provided, that 
special certificates payable after 10 years for 
\7otnen only should be introduced and that the 
village Patel and accountant who collect land 
revenue should be entrusted with the work of these 
certificates which should be accepted in payment 
of land revenue. On the other hand, others have 
suggested their abolition because they prevent de- 
posits with commercial banks on account of their 
higher yield, while, still others have suggested a 
reduction in the interest cates. The C. B. Com- 
mitiee has recommended the adoption of a middle 
course. 

During 1938-39, 1939-40 and 1940-41 the 
value of the outstanding certificates was 59’57, 
57'02 and 46*98 crores respectively. The war has 
affected their sales adversely partly by the intro- 
riuction of 10 year Defence Savings Certificates 
with a higher yield.. They are sold in multiples of 
10 and the maximum holding is limited to Rs. 5000 
with 3|% of compound interest free of mcometax. 
A new scheme of P. O. S. B. known as Indian P.O. 
Defence S. Bank a/cs. have been started since 
April 1941 to enable people of small incomes to 
help the war efforts. The deposits in these are 
payable only one year after the war and they 
bear an interest of 2^%,* 

Finally, the post offices provide facilities foe 


*Fov a cfetailcd accrrui^ ue Part I, p. 296-298^ 
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both life and endowment assurance to Government 
servants and employees of local bodies and some 
universities, They also provide for payment of 
fixed monthly instalments in lieu of a lump deposit 
or many annual instalments. The minimum and 
maximum limits for both forms of assurance are 
Rs. ICO and Rs. 20,000 respectively and in case 
of monthly allowances the limits are Re. ^ and 
Rs. 50/*. The premia on both forms of assurance 
are paid monthly by the employers from the 
salaries of the employees. Jt has been suggested 
that postal insurance facilities should be open to 
the public in general, although this view was not 
favoured by the C. B. Committee. If premia 
rates are competitive and the facilities ate confined 
to men of moderate means only, we see no reason 
why the facilities should not be extended to public* 


CHAPTER XV 

INDUSTRIAL FINANCE 

General Survey J— For the development of 
industries the provision of adequate and cheap 
credit facilities is very essential. Requirements 
of industries for capital consist of funds for the 
permanent equipment of the factory and for exten- 
sions ard additions; working capital for meeting 
the daj-tc-day expenses of the factory, and trade- 
capital for purchase of raw materials. In other 
words, industries require both long-term and short* 
leim credit. The lequitemcnts for long-term credit 
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are propotUonally macb greater than for short- 
term. The initial capital outlay for the purchase 
of plant and machinery, buildings and premises, 
fixtures, fittings and furniture, for preliminary ex- 
penses in flotation, registration etc. — all these lead 
to a permanent sinking of funds which a joint stock 
bank dealing m commercial credit can not provide 
without inviting trouble to itself. Investment 
credit, as distinguished from commercial credit, 
is required for this iniiial heavy outlay. The 
financing of industries with regard to these require- 
ments can be done most successfully by issuing 
long-term debentures or by getting long-term loans 
and investing them like mortgage credit on the 
Eecnrity of land and building, plant and machinery 
etc. of the industries concerned. Industrial 
banks therefore are a matter of necessity for financ- 
> ing industries. 

So far, however, as the short-term credit 
requirements of industries are concerned a joint- 
yStock commercial bank can finance them out of 
its short term deposits on the security of genuine 
trade or commercial bills or documents of title 
relating to goods. It is only in this way that the 
Imperial Bank of India and other joint stock banks 
provide the financial rtquiremenis of industries 
for short term. They have not played an active 
part like the German and Japanese banks which 
have identified themselves completely with indus- 
tries. 

The industrial financing like that of trade 
finance is in the bands of a foreign institution 
which is unique in case of India. This institution 
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is the managing agency system. “The system is 
the Indian snbstitote for a well organised capital 
market and an industrial banking system of western 
countries, and has come into existence by the 
sheer pressare of economic circumstances.” The 
Tata Industrial Bank developed during the war 
years for industrial Hnancing came to grief very 
soon snd is now defunct. The Industrial Com- 
mission of 1916 recommended the creation of 
Provincial Industries Departments which were to 
make special grants for the development of small 
scale and cottage industries, to grant technical 
scholarships and provide technical advice to the 
industrialists. Long term loans by way of guaran- 
teed debentures, and interest on them) were to be 
encouraged by the Government. The Central 
Banking Enquiry Committee of 1929 recommend- 
ed the establishment of provincial mdostria]* 
corporations with large sums to make loans and 
advances on the security of ihe assets of manufac- 
turing concerns. Such mortgage credit was to be 
the special feature of these corporations. They 
were to raise their capital by issue of long term 
debentures, the repayment or interest on which 
was to be guaranteed by the Government. The 
majority of the committee was not in favour of the 
guarantee of the repayment of the debentures bat 
only of interest. In pursuance of this recom- 
mendation the United Provinces Government 
appointed an Industrial Finance Committee under 
the chairmanship of the late Sir Pochkhan Wala. 
The Committee recommended the establishment 
of an Industrial Finance Corporation which was 
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to raise its capital by means of debentures. The 
■Corporation has now come into existence with a 
capital of 50 lakhs of rupees but the major part 
of it still remains unsubscribed, the chief reason 
for which has been the strained relations between 
the employers and the employees and the conse- 
quent lack of industrial peace during the regime 
of the Congress Government. The Benares Bank 
which took up 6 lakhs of .the shares suspended 
payment in May 1939. 

Existxng facilities : — Our discussion so far has 
shown that the capital requirements of industries 
-are generally of two kinds : 

(a) Block capital to 6nance hsed assets, their 
purchase, replacements and extensions. 
This IS long term capital. 

Working Capital to finance the floating 
assets and for current expenses e. g. 
purchase of raw materials and stores, for 
payment of wages and marketing expenses. 
This IS partly long term capital and partly 
short term. The proportion between the 
block and the working capital depends on 
the nature of the industry concerned. In 
the case of major industries like cotton, 
jute or sugar factories the initial outlay 
on block capital is much greater than the 
working capital whereas in case of small 
and cottage industries the reverse is the 
truth. 

"Whether the existing credit facilities to major 
industries are adequate or not has been contested. 
The Indian business community and economists 
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hold the view that the existing banks do not 
provide as much assistance to industry as they 
ought to Of as much as is afforded by the banks 
of other coontnes, notably Germany and Japan, 
On the other hand, the European view held by the 
Associated Chambers of Commerce, the Exchange 
Banks Association, and the Imperial Bank of India 
is that indastries floated on sound lines and with 
reasonable prospects of snccess are able io obtain 
the necessary block or working capital from the 
existing banks. They further contend that block 
capital of industrial concerns should be provided 
by public or private subscriptions to shares or 
debentures issued by them and that the commer» 
cial banks should only give flnancial assistance to 
industries when they are welt and long established 
to present a balance sheet on sound lines ; whereas 
the foreign experts associated with the Banking 
Enquiry Committee suggested that not only block 
capital but even working capital should be provid- 
ed by the industrial concern itself and that it 
should not apply for financial assistance to an 
industrial bank until it has been carried on for a 
sufficiently Jong period of time to prove its strength 
and soundness, Any other course to be followed 
will be dangerous and unsound for the concern 
and unwarranted for the bank. In other words, 
financial facilities are adequate in India, according 
to these people, provided the concerns are sound 
and adequate security is forthcoming. In actual 
practice the existing facilities fall short of the 
requirements of indastries It may be true that 
European industries in India are able to secure 
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adequate financial facilities because of their close 
touch with the foreign banks in India. But Indian 
witnesses before the C. B. Committee showed 
extreme dissatisfaction with the existing state of 
affairs and held the view that even the major 
industries find it difficnU to obtain the necessary 
finance from the existing banks. 

One of the chief causes of tbc lack of 
adequate industrial finance in onr country is a lack; 
of an organised money and capital market not 
only in the countryside but also in big towns.. 
Thete is a general aversion among the people to 
the investment of theic resources in industrial 
enterprises and in the great majority of cases both 
in industry and agriculture inking facilities do 
not exist. The illiteracy and ignorance of the 
rural masses and the apathy of the urban people 
towards joint'Stock banks in general leads to the 
locking up of a large amount of available capital 
in purchase of ornaments, land and buddings and 
whatever is saved from this is either hoarded or 
lent on high terms of interest to the neighbours or 
invested in Government and semUGovernmenc 
Securities. This apathy towards industrial enter- 
prises is accountable piartly to the habit and partly 
to the lack of adequate banking and financial 
facilities like the investment trust. The initial 
expenses of opening a branch and of tunning it in 
the absence of available business can be successfully 
met by following the western method of opening 
the branch for a day or two only in the week. 
In case of big towns the lack of stock excbanges- 
where industrial securities can be freely bought 
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and sold except in Bombay and Calcotta and the 
absence of institutions which can lend freely on 
the security of industrial shares and stocks and the 
public belief that the industrial and fiscal policy 
of the country is not determined by a responsible 
government prevent the urban people from investing 
in industrial securities. The existing banking 
system is too inelastic and insufficient to meet the 
industrial needs of the country. Moreover the 
attitude of the banks towards the industries is 
unsympathetic. In such a chaotic state of credit 
and of an absence of industrial policy it is not 
surprising that money has not been forthcoming 
Adequately for industrial finance and such wealth 
as 15 available is not turned to the full account. 
It is therefore imperative for the Indian banks to 
recognise the importance of adequate industrial 
finance and to transform their machinery accord* 
ingly. 

Inadequate facilities provided by Coisinercial Banks 
The joint stock banks finance only short-term 
credit needs of major industries (cotton, jute, iron 
and steel etc,), for working capital out of their 
short-term deposits either in the form of cash 
credit or a loan. This is a very defective method 
because there is no certainty of the credit being 
reserved The stronger banks can utilise their 
paid up capital and reserves in purchasing the 
debentures of new industrial enterprises with the 
intention of transferring them to the public ulti- 
mately, bat on account of their conservation they do 
not even underwrite industrial shares or debentures 
or lend money to a considerable extent against 



INDUSTBIAL FINANCE 


285 . 


these securities to provide Wocfc capital. The 
Imperial Bank of India had been prevented by law 
from giving loans for mote than 6 months or on the 
security of industrial shares or immovable property 
and therefore it could not provide for capital 
expenditure of industrial concerns. Even accord-^ 
ing to the Amending Act of 1934 the Bank has 
been authorised to lend on the security of fully 
paid shares of limited companies or immovable 
property only when the original security is a trustee 
security but not otherwise. Then even on loans 
for current 6nance or working capital against the 
security of liquid assets, the Imperial Bank keeps 
a margin of 30% or more so that the industrial 
concerns have not only to provide block capital for 
themselves but also a part of the working capital 
for which they have to pay high rates of interest to 
indigenous banks Other banks also follow this 
example. This is very hard on the industries 
specially when prices are low ; and the hardship 
increases by the disregard of valuable fixed capital 
by the banks as general security for loans. The 
personal credit and honesty of the borrowers ate 
ignored for advancing loans and a full backing of 
tangible and liquid securities is insisted upon. 
Both trade and industry seek financial assistance 
from the same bank and in this keen competition 
industry fares worse. There are no technical 
experts on the staffs of these banks to evaluate the 
worthandsoondress of industrial securities properly 
but this difhcuUy is greater in case of smaller pro* 
prietory industries which do not prepare balance*> 
sheets. Then the Imperial Bank is obliged by law 
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to accept only a two name paper as a cover for 
an advance and this practice is again followed by 
other banks for addittonal secnrities. Hence^ 
inspite of tbeir solvency, all industrial enterprises 
have to provide guarantors for loans, and the banks 
in addition to the specific security become 
■creditors of both the borrower and the guarantor. 
This secotid signature is usually of the managing 
agents of the concern and those which have no 
managing agents to support them find it very 
difficolt to obtain loans from the banks. Moreover 
this insistence sustains the undesirable and 
■defective system of managing agents. The interest 
for these loans has always been very high, usually 
Imperial Bank rate plus one or two per cent more 
and this has been constantly changing according to 
the conditions of the money market and not 
according to industrial conditions. The rates 
charged by smaller banks oo mortgage and 
personal surety have been much higher and those 
charged by the princes, indigenous bankers and 
mercbauts have been higher still because of subs' 
tantial commission paid to the intermediaries for 
arranging for the loans. Complaints have been 
made that the executive of the Imperial Bank 
discriminate between Indian and Buropean concerns 
in matters of financial aid and advance loans more 
freely to the European than to the Indian concerns. 
The Cotton Mills of Bombay and Abmedabad 
obtain greater finance by private deposits than by 
loans from banks. Bombay Mills get 11% and 
Abmedabad Mills 39 % of their total finance 
through these deposits. The deposits are usually 
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Cot 6 or 12 months at 4 to 6 per cetH; interest 
rates. This system is very bad in periods of de- 
pression, is primitive, and unsuited to the reqaite* 
ments of modern industry. Even managw^g agents 
find it difficult to supply the mills with adequate 
finance in periods of general depressioj^^ Xhe 
banks should intervene between the depositors 
and the mills for the benefit of both parties. The 
issue of debentures for block capital ag recom* 
mended by the Foreign Experts is fraught a 

number of difficulties like absence of issqg houses 
to underwrite debentures, heavy duty qj, theic 
transfers, high cost of issue etc. 

With regard to the financial needs of gniall 
mealum ana' cottage ihabstYies like nee, aod* 
oil mills, match, cigarette, glass, lac, and leather 
factories, cotton ginneries and presses, printing 
presses, chemical works, hosieries, carpet ^nd silk 
factories, the various Banking Committe&s found 
that they had great difficulties in obta'in'mo the 
necessary finance. The middle class industrialists 
suffer mostly on account of lack of acceptable 
securities with them and therefore, the Imperial 
Bank and joint stock banks do not provide 
working capital to these struggling industries 
Friends and acquaintances can not provide 
adequate finance to them, and hence, the> borrow 
at high rates from the money-lenders, lodiirenous 

bankers and get some help from the government 

under stale aid to Industries Acts, Thegg banks 
^ do not provide any finance to cottage industries 
like handloom, silk and wool weaving, goj^ and 
silver thread, brasswace, belt metal, fjjdi 
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cheroot, rope, mat and gnr making, carpet weaving- 
poultry farming, toy*making, dairy and wood 
carving etc. They suffer greater hardships and 
the workers in them are in chronic debt'to money- 
lenders and merchants who advance them materials 
at high prices, lend them at high rates for subsis- 
tence and get back the products at low prices and 
thus make the cottage workers suffer both ways.. 
They are reduced to servitude to the money-lenders 
throughout theic lives. 

Suggest%on& for tmprovenient l—The Imperial 
Banks of India should develop industrial banking 
and should give a lead to other joint stock banks 
which are dnancially in a strong position. In 
order to keep themselves in touch with industrial 
concerns the Indian iianks should follow the 
general principle of helping industries to issue 
shares and debentures. The Grossbanken of 
Germany supply a large part of initial capital to 
industries and subsequently place it among the 
public for subscription or sell to customers and 
other banks. If the issue is large the banks join 
together into a syndicate called a “Konsortium” 
and each bank undertakes to take up a part of the 
whole issue. But this investment is not for a long 
period. The German banks delegate a member of 
their management to serve on the board of direc- 
tors of industrial concerns whose share they under- 
write. This close connection between the ^two 
creates mutual confidence and inspires harmony. 
The Indian banks can also appoint their manager 
or their managing directors as one of the directors 
of the industrial companies financed by them. 
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Similarly the directors of the bank should also 
appoint local boards consisting of leading business 
men of the locality and of bank customers. The 
banks should follow a more liberal policy of grant- 
ing loans on the general security of the block 
capital. They should also lend more freely on the 
personal security of the borrower provided he is 
of long standing and ondoabled probity. But 
above all private and public subscription should be 
developed for the supply of mitial block capital, 
and for extensions and additions fresh issue of 
share capital or of debentures should be made, 
and the joint stock banks should give temporary 
advances on adequate security. But by far the 
most crying need is the establishment of specialized 
Industrial Banks for the supply of long term 
finance to large scale industries. The Central 
Banking Committee and some Provincial Commit- 
tees recommended the establishment of Provincial 
Industrial Corporations to meet the financial 
needs of the major industries. These Corporations 
should obtain a large part of their capital by 
issuing shares but the provincial governments 
should provide the share of the capital not taken 
up by the public as this would inspire larger con- 
fidence than the government guarantee of capital 
or interest. The share capital should be supple- 
mented by the issue of debentures of doable the 
value of the share capital and the interest on them 
should be guaranteed by the government. More 
funds should be obtained by fixed deposits. The 
industrial Commission of 1916-18 recommended 
the establishment of industriai banks and the g,faat. 
of loans and expert technical advice by the 



290 


BAIfKIKG 


provincial governments for the encouragement of 
small and cottage industries. After the reforms 
of 1919 industries became a transferred subject 
and the provincial Industries Departments have 
been making suitable grants to applicants under 
the State Aid to Industries Acts in Madras, Bihar 
and Orissa, and Bengal since 1923, and under the 
Industrial Loans Act in the Punjab since 1930. 
"Tbe aid given has been however very small and 
a part of it has been written off. It suffers through 
the administration of the Industries Department. 
Industrial banks should be established. Provincial 
Industrial and Credit Corporations have recently 
come into esistence in certain provinces as in 
U. P, Bengal etc. To complete the structure how- 
ever there should be an All India Industrial Cor- 
poration to co-ordinate the services of all the 
provincial corporations and to guide and finance 
them, failing which there should be a Central 
Association of these corporations. Mr. Manu Snbedaf 
suggested the creation of an All India Industrial 
Bank with branches in important industrial centres. 
The Government should follow a more vigorous 
'and bolder industrial and fiscal policy and remove 
other hindrances to the development of industries 
in the country. For financing of the cottage 
industries multipurpose co-operative societies 
should be developed and central stores and trading 
organisations should be established. “A proper 
scheme of co-operation between government, the 
Reserve Bank and commercial banks should 
release large funds for use in industry which are 
at present either idle or are diverted into less 
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useful channels.”* There should also be coopera* 
tion and coordination of relations bettreen the 
bigger commercial banks, and the small industsial 
banks e::tant. 


CHAPTER XVI 
CENTRAL BANKS 

FuQctioQs of Ceatral Banks 

A Central Bank is an institution that supplies 
gnr^nc y and credit to all other existing banks. and 
credit” institutions of a country,^ acts as the cus- 
todian of na tional economic interests, as a bankers* 
a government bank, and cootcols and^ 
nonages the catcency and credit policy in such a' 
way'as to secure the stability of internal economic 
gtrocture a nd the stability of foreign exch anges . 
It plays the most influential part in the financial 
a nd crfidit o rganisation of_th^land and serves as 
t hej upst effective machinery o f currency and credit 
elasticity. ^ It pools to ge ther t he-jeserves ,of the 
^countr y into a central national reserve whichcan. 
6s^asily an^ effectively mobilised in~pe7iodi^f 
qatioaaUfinancial emergency. Xh&-im pQctance _of 
cejUraLbanks as the controllers of currency, credit 
a nd exchange policy, and as the atbiters of public 
destinies ^has increased immensely in the post* war 
period . In fact the war and its enormous unsettling 


^Aluranjan : op. otl., p. 157 , 
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gffecta^ 'inad e the various countries o f the vrori d* 
Trhich_Jhad-no central feel the necessity for 
one 6^ch_jnstitntion' and the niovemenf"to ward s / 
tEF" stabilisation of currencies and restoration ofj 
order in credit supplies g ave a filj tp to'the develop' 
n^nt. of central . banking/ Whe internalionaP 
conference at Brussels in 1920 passed a resolution 
recommending that ail countries which bad no 
central banks should establish one at the earliest 
possible date to enable international co-operation 
among the various central banks for controlling 
the currency and credit supplies, and thus for 
maintaining stability of foreign exchanges. The 
art of central banking has undergone fundamental 
changes m the postwar period. 

The nature and functions of a central bank- 
may well be illustrated by the Bank of England. 
Mr. Sayers says in bis “Modern Banking** that the 
fundamental business of ^e Bank of England is to 
act as a central bank i. eSto control the commercial 
banks in such a way as to promote the general 
monetary policy of the state and to support the 
monetary policy directed by the state. The main 
functions, however, can be classified into the 
following five heads 

1. Note Issuing ; 

2. Acting as a bankers’ bank; 

3. Acting as a government’s bank ; 

4. Conducting a small amount of ordinary 
banking business ; and 

5. Being the ultimate source of funds for 
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discount market i. e. serving as the 'Len- 
der of last resort*. Mr. Sayers points 
oat earlier in the chapter from trhich 
we have quoted that the distinguishing 
features of a central bank are : 
a. that it does not exist to make the maxi- 
mum profits for its owners t. e. its aim is 
not profit-making but service to the 
community as a whole, 

n. it controls the commercial banks and 
does not compete with them t. e. it acts 
as a friend, guide and philosopher to the 
commercial banks^ 

ttV. that it is subordinate to the state. 

Mt. Ram. Chandra Rao in his “Present Day 
Banking” stmtlacly writes that the duties and 
responsibilities of a central bank are “ thata.c entral 
bank is a great note.issoing institution in which_i_s 
vesi'«rfo" an extraordinary degree the financial’ 
responsibility of a nation, in that, its methods 
.enable it to supply at all times an elastic currency 
varying automatically with the needs of the country, 
lo main tain an adequate gold reserve, through 
thajeguiation of foreign exchange, and to con* 
isetveAnd protect the country's ^metallic reserves, 
t, o^ co ntrol the money market by its regulation of 
thTBrscount rate, and to serve as a sanctuary for 
a ll banks in period of threatened danger.” 

The functions of a central bank can be sum- 
xnarised as follows : 

4. It provides cheap, adequate and elastic 
currency hy having the monopoly of 
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note issue. The elasticity^of carrency is secur- 
ed by the issue of emergency currency ir^ 
times of need against the security of treasury- 
bills and other gilt-edged securities, and by 
the provision of rediscounting facilities to the 
commercial banks. Through its bank rate it 
regulates the supply of credit ; a rise in the 
bank rate discourages 2>orroTring, while a 
reduction encourages it. As Mr. Hawtrey 
remarks in his ‘Art of Central Banking*,^ 
ccntraljbank js entrusted with the regul atiog 
of credit and under modern condfuonsjtbe 
regulation of credit includes tbelegolatipn 
of money. Money is the nervous ^centre ^ 
industry, and the due functioning .of-econ^ 
‘niic'activity throughout its entire range is 
dependent upon the proper regulation "br 
money. A central bank through its regulation 
of credit can enlarge or compress the consu- 
mer*s income or outlay by a “release of casfi’* 
or an “absorption of cash”. A central bank 
""ought to'be able to prevenl'^iindn^*_fl^tna- 
tions in the price level, and in an interna- 
“tional gold standard the principal central 
banks ought to concert measures to stabilise 
the value of gold. Thus it is that a central 
bank can maintain stability of internal 
fricei as icell as of foreign exckanyes through 
tfs TC^u^aft'on of currency and credit. 

ii. Jt serves as a hankfirs* hank. By requiring 
the various banks of the country to keep a 
fixed percentage of their time and demand 
liabilities with it, it pools together the small,. 
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scatte red.reserves of the coantry into a cent- 
ral reservoir out of which streams of funds 
"71ow through conduit pipes into the produc- 
tive channels of agriculture, trade, commerce 
and industry, , In this way it .controls the 
commercial banks and does not compete with 
them. It furnishes the various member banks 
with liquid funds to lubricate the wheels of 
business by not only financing them directly, 
but also by providing rediscounting facilities 
through a welhdeveloped, closely knit and 
perfectly organised money market and bill 
market. 'It affords to them the same facilities 
which they provide to their customers. These 
competitive banks make payments to one 
another through the central bank with which 
they deposit or from which they withdraw 
currency according to tbeir needs and reple- 
nish their stock by borrowing from the 
central bank. These facilities relieve them of 
the responsibility for the provision of cur- 
rency. To meet their demand liabilities from 
day to day they still keep their position 
liquid by simply maintaining sufficient assets 
of the kind that can be pledged or rediscount- 
ed with the central bank. Therefore, the 
responsibility of seeing that the supply of 
currency in the community for various pur- 
poses 15 adequate, and no more than ade- 
quate, falls upon the central bank, not 
because it is usually the bank of issue. Even 
if It has no power of creating currency 
through Its own notes, still, solongas it never 
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refuses to lend to »ny borrower who com* 
plies with the castomary conditions, the 
competitive banks can always have additional 
currency. A central bank, as adverted to 
above, is the lender of last resort and it is 
this fact which makes it responsible for the 
currency. In the absence of right of note 
issue and the basing of the currency exclu- 
sively Qa a specie sta.ivia.td, the ceotcal hank 
would be absolutely depehdent upon its coin 
reserves to meet any increased demand for 
currency. The central bank keeps free of 
interest the reserves of the other banks and 
utility of the centralised reserves is that it 
can be very easily and effectively mobilised 
to meet a crisis in tbe land. 

tVt, Its acts as a Government 5on^ being entrusted 
tcith the government treasury halances, 
remittances, and the management of the 
public debts. It receives money on deposit 
from the government usually free of charge, 
all government payments or disbursements 
are made through it. Public loans are 
floated by central or provincial or local 
governments through it and the subscribers 
to the loans are rei^uired to deposit their 
money with it on behalf of the government. 

iv. It co~Qrdinates the services rendered by 
various banking institutions hy exercising 
an effective control over the money market 
through its bank rate which acts as the horo- 
meter of the money market. It is through 
this powerful weapon that the central bank 
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manlpalates exchange, internal price level 
and the market for loanable fands and acts 
as the arbiter of public destinies. It is the 
custodian of the public interests in matters 
economic, financial and commercial. When 
the bank reserves are high the bank rate is 
reduced and credit expands; when the bank 
reserves are low the rate is increased and 
credit contracts. Through this regulation 
of credit, money and credit are made cheap 
or dear. 

V. It controls^ regulates} and manipulates the 
foreign exchanges and thus controls the 
inflow or outflow of gold from or into the 
country. It buys and sells gold bullion or 
foreign exchange at fixed parity, an^ regu* 
lates the How of gold or foreign exchanges 
through its bank rate. 

vi. It discounts first class genuine commercial - 
hills hearing at least two good signatures 
one of which must he of a bank or a disayunt 
house of repute In certain countries the 
central bank regulates the supply of token 
currencies as well. 

Private vs. State Bank 

A central bank may be either a private share- 
holders’ bank or a state bank. The general tendency 
in the post.war period is towards the former 
type. The central bank ought to be immune from 
political influences. However, whether the bank 
is state-owned or not the government exercises a 
decisive and effective control over it. As its bank 
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rate has very important repercussions on the supply 
of cash and credit and consequently on the price 
level, the volume of prodoction and employment, 
the gold reserves and foreign eichanges, its 
activities must be regulated by a government charter 
or by an act of the legislature. Moreover, it 
handies freely the government balances and has 
the fiscal advantages arisiDj^ out of its monopoly 
of note issue, it is but meet and proper that the 
government should share m the profits of the bank. 
Hence, it is usually provided in all cases that 
after the declaration of a fired dividend to the 
shareholders and after the allocation of a surplus to 
the Heserve, all balances of the net profits should 
be given to the government. Moreover, as the 
central bank is the lender of last resort, it is prevent* 
ed from competing with the ordinary commercial 
banks. It is prevented from carrying on ordinary 
banking business, from receiving deposits from 
the public on interest and from dealing directly 
viith the business community. Central banks are 
further prevented from lending to businessmen 
directly or from financing trade and industry direct- 
ly, they can do so only through the commercial 
banks. iThey are further prevented from locking 
up their funds in permanent investments. They 
must keep their funds liquid and hence should 
invest in short term securities or government papers 
like treasury bills. They are prevented from 
lending on the security of their stocks or to engage 
in industry or trade and from making unsecured 
advances. -^Further, in some countries they are 
prevented from carrying on open market operations 
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except in emergencies. They are also prevented 
from borrowing in the domestic market ordinarily 
and from investing in freehold property. 

Bank Rale 

Bank rate is the rate at which a central bank 
provides accommodation to other banks on the 
security of self-liqnidating bills of exchange. In 
other words, it is the rate at which bills are dis- 
counted at the central bank. Its working can be 
best illustrated by the Bank Rate of the Bank of 
England. The Bank of England buys and sells 
securities through the stock exchange or in the dis^ 
count market. On every Thursday in the Weekly 
Court of Directors, or on special occasions at a 
special court, it is fixed* It is normally above the 
rate ruling in the open market. Whether the 
discount booses rediscount bills at the Bank or 
obtain advances the rate which they have to pay for 
the accommodation ts normally higher than the- 
rate which has been prevailing in the market. 
Accordingly when the discount bouses go to the 
bank t. c. ‘‘When the market is in the Bank” the 
rates in the market tend to rise, because the 
discount houses having secured money on unusually 
high rates will only discount new bills at rates 
which will compensate them for high cost of 
obtaining the money with which to buy them. 
This bank rate is the traditional barometer of the 
money market. It is the most powerful weapon 
to control the level of prices and the volume of 
production. In other words, the banking system 
influences the behaviour of the entrepreneurs, and 
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hence, the volume and pricing of production by 
•exercising pressure on interest rates. 

The bank rate influences then prices and 
production but how far it Is eflectiva is a question 
of difference. Concerning this efficacy there are 
^wo main hnes of thought : — Sateireg^s and 
Keynei, According to the former it is the short 
term rate which affects directly dealers' activities, 
while, according to the latter, it is the long term 
rate which is importanL Both, however, see 
banking policy effective because it influences the 
■cost of holding goods. The cost of holding goods 
consists of warehousing expenses, depreciation, 
insurance against Are and against fall in price, 
theft and interest charges. However, interest 
charges form pact of total cost of holding goods, 
and since the banker can influence total cost as 
well, and hence, the relative attractiveness of hold* 
ing goods, if, for example, the bankers make the 
holding of goods mote attractive entrepreneurs 
begin to add to their bolding of goods, prices rise 
and the volume of production increases. Conversely, 
if the bolding of goods is made less attractive than 
before, then entrepreneurs begin to reduce their 
'holdings of goods, prices fall and the volume of 
production is depressed. So far as this goes both 
of them agree; but their difference lies m the class 
of goods, the variation in the holding of which is 
considered more important. 

In Hawtrey’s view the main variation is in the 
willingness of dealers to hold working and liquid 
capital goods stocks of finished and semi-finished 
goods ; and, since the bolding of these goods can be 
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financed by short term loans, the movement of 
short term rates is sufficient to explain changes in" 
prices and production. The alternative view of 
Mr Keynes is that the demand for working capital 
is the result of genera) situation which is itself 
determined by the demand of entrepreneurs for 
fixed capital goods; and, since in the English, 
banking system the bolding of fixed capital goods 
may be financed only by long term non-banking 
loans, it is the long term rate which is more effec- 
tive. It should be noted, however, that these two 
explanations of the effect of banking policy on 
prices and production are net mutually exclusives 
a fall in short term rates may well both stimulate 
additions to stock and lead to a fall in long term 
rates which will stimulate investment in fixed 
capital. The difference is one of emphasis only. 

The Hawtcey’s lineof thought may be illustrat* 
ed as follows. The dealer is any person whn 
bolds stock of finished or semi-finished goods for 
convenience. The convenience of bolding stocks 
has a certain money value to him and the balances 
that value against the cost of holding stocks. As 
the cost of bolding stocks rises be thinks it worth*^ 
while suffering a slight loss of convenience to 
avoid the increasing cost t e. he reduces his stock ; 
and conversely, the extent to which he changes his 
stock as a result of a given small change in the 
cost of holding slocks, may appropriately be called 
the elasticity oj his demand for the convenience 
of holding stocks. The more elastic his demand, 
the greater will be the effect on his operations of 
a given change in the cost of holding goods. Now 
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if short term interest rates rise, the cost of holding 
•stocks rises. The dealers therefore begin to reduce 
their stocks by buying less rapidly than they are 
selhng. They occomolate a balance or pay oif 
•debts and thus absorb cash. The producers 
binding sales falling off cut prices and curtail out- 
put which reduces the volume of employment of 
the factors of production and money incomes 
therefore contract. Wage cuts also take place and 
on account of this the retail sales decline which 
reduce purchases from dealers who in turn 
reduce their purchases from wholesalers and so 
forth. Producers being depressed thS replacement 
tif, and addition toj plant becomes lessi and there- 
fore, the capital goods trades also tend to decline. 
'Contrariwise, if short term interest rates fall, the 
cost of holding stocks falls. Dealers increase their 
stocks, orders to manufacturers rise, output ex- 
pands, employment increases, money incomes rise, 
and so do the retail sales. Thus rising prices and 
production are the result. 

Hence, it is clear that a change in the cost of 
holding stocks is the main-spring of changes in 
the short term loans and the effectiveness of the 
bank rale in this case depends on two factors 

(t) the proportion which the interest charges 
bear to the tdtal cost of holding stocks, 
and, 

(it) the elasticity of demand for the convenience 
of holding stocks. So far as the latter is 
concerned experience has shown that before 
and since the war advances have been 
remarkably unresponsive to changes in 
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their costs and have in fact generally been 
one of the last of the various economic 
series to turn up and down as trade has 
turned up and down. 

The more widely held view concerning the 
effect of the bank rate is that of Mr. Keynes, and 
it IS that, the main effect of bank rate on the 
internal economic situation comes through the 
change in the long term rate which always seems 
to be associated with any pronounced change in 
short term rates. 

The rate of interest is a price, the price of 
money now in exchange for money at some later 
date. There are two markets for investment ; 
short term and long term. When the bank rate 
changes, its effect is felt not only m the bill market 
but also on the rates of advances by the joint 
stock banks and the rates for deposits. With this 
change in the bank rate a change in the long 
term rates is also produced. Foe example, if the 
bank rate rises, individuals and firms financing 
operations with borrowed money from banks tend 
to sell their securities and use the proceeds to pay 
off the bank. This pressure to sell the securities 
is followed by a decline in demand for them, and 
prices are, therefore, further depressed. They 
now begin to invest their surplus funds in deposits 
instead of securities. Prices going down means 
that the yield rises ; for example, when the price 
is lOO a 4% dividend means a yield of 4%, when 
price falls to 80, the yield becomes 5% and since 
the yield on old securities must be rivalled by 
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any one wanting to borrow for a long term the 
effective long term rate of interest has risen. 

Besides this effect in the securities market, to 
make its rate effective the central bank will change 
the supply of money. A higher bank rate implies 
some redaction in the total of bank cash which 
the central bank may allow to result from a loss 
of gold or may produce by selling securities. This 
will lead to a contraction of their more liquid 
assets by the commercial banks, and if the condi* 
tions persist for a long time these banks will 
attempt to restore their customary proportion of 
liquid assets by parting with some of the less liquid 
ones. That is to say, advances and investments 
tend to decline. And as advances are the most 
remunerative assets, the bankers usually sell long 
term giU*edged securities nhlch may bring about 
a rise in long term interest rates. Conversely, if 
the central bank pursues a policy of cheap money^ 
it enlarges the cash basis of the banks which add 
to their investments and this buying of gilt'edged 
securities strengthens the market for them and long 
term interest rates tend to drop. Thus, in any 
prolonged change of the bank rate the operations 
of the commercial banks are likely to intensify the 
effects of public’s operations in the securities mar* 
kets. Hence, this transfer of funds from the short 
term to the long term market makes the two rates 
move towards each other, and the period for which 
they will behave like this, depends on the public’s 
view of the future of the interest rate. 

The movement in the long term rate affects 
the willingness of entrepreneurs to hold fixed 
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capital goods, for example, factories, machines, 
railways, ships, aeroplanes etc. A capital extension 
programme depends upon a number of factors — ’ 
technical and economic. Here the latter alone is to 
be discussed. Given all the technical factors and the 
entrepreneur’s estimate of the receipts, the exten- 
sion will depend upon the effective rate of interest 
at which loans can be obtained for the purpose. 
The lower the rate of interest, the more likely ia 
the entrepreneur to decide that the extension if 
worth undertaking ; the higher the rate of interest, 
the less attractive is any form of capital extension. 
The same principle holds good in case of worn out 
fixed capital also. Thus, it is clear that the effec* 
tive rate of long term interest is one of the crucial 
factors in determining the capital extension or 
replacement. Other things being equal, a fall m 
the rate of interest will stimulate capital develop- 
ment which will lead to increased employment of 
other factors of production Production will 
increase and money incomes would also rise, which 
will also increase savings and expenditure on 
consumption goods. The results, in short, will be 
the same as in case of inflation of currency. When 
the rate of interest rises then the phenomena of 
deflation of currency appear. The efficacy of this 
long-^erm rate like that of the short term will 
depend upon the elasticity of demand for capital. 
The more elastic the demand, the more effective 
the rate of interest. Hence to conclude, bank 
rate influences the general level of prices through 
disequilibrium in the capital market. 

To . sum upi — Bank rate is the official 
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advertised minimum rate of discount at which the 
central bank discounts approved bills of exchange 
and makes advances for short terms on marketable 
securities. It is fixed every week by the Central 
Board of management, is usually higher than the 
market rate, and regulates all other rates in the 
money market. It is the most effective weapon 
in the hands of the central bank to safeguard its 
'Gold and Specie Reserves, so that its financial 
stability* and through it* the stability of the coun- 
try as a whole, may not be jeopardised by an 
excessive depletion of its reserves, The reserves of 
the central bank are likely to be depleted either by 
internal demand or by externa) demands and ex- 
ports. The internal demand for money is fairly 
regular and periodic to enable the bank to make 
the necessary provision to meet them and to main- 
tain its reserves; but the foreign demands are very 
irregular and more effective in depletion of the 
reserves. An acute depletion of the reserves may 
bs caused by a general monetary crisis, or by a 
national credit crisis, when foreign demand for 
gold and the pressure to encash foreign claims 
increase, and by a coincidence of internal heavy 
demand with an external drain of gold resources. 
The central bank meets such a crisis by raising 
Its rate of discount which causes all other in- 
terest rates in the money market to rise and thus 
results in attracting foreign loanable funds for 
investment Thus, gold flows into the country. 
The banker’s deposit rate follows closely changes 
in the Bank Rate, although it is lower than the 
latter. A rise in the bank rate leads to a rise in 
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the deposit rates, and* as the bankers are obliged 
to pay higher rates to attract deposits, they 
compensate themselves by charging higher rates 
of interest on the loans and advances made by 
them to the bill brokets 'and discount houses foe 
■shortterm. These m tmn increase their rate of 
discounting bills and making advances. The 
consequence is that rates of interest rise all round 
in the country. The effectiveness of the bank rate 
is greater in periods of scarcity on account of its 
being the lender of last resort. But in periods of 
cheap money the effectiveness is less and the 
central bank, to influence the money market at 
such a time, resorts to its open market operations 
to reduce the available supplies of money to be 
loaned out. That is to say, the central bank 
itself borrows against the security of stocks or 
bills. 


Open Market Operations 

Another method in -which a Central Bank 
controls the volume of credit and regulates its crea- 
tion by the member banks, and in which it main* 
lams the internal and external stability in the value 
of money, is the Open Market Operations. This 
system is an emergency measure and is used to 
make the Bank Rate effective. It is the most 
powerful weapon m the hands of the Central Bank 
and has developed during the post-war period. It 
has introduced a new element of management in 
the banking and credit policy of a country. 

Open market operations indicate the direct ' 
dealings of the Central Bank witn the ia 
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respect of buying and selling securities and bills for 
the purpose of controlling credit and checking un- 
due expansion and contraction of credit for tbo 
maintenance of stability in trade and prices. Or- 
dinarily, the Central Bank is prevented, with a 
view to avoid competition with the member banks^ 
from having direct dealings with the market. It 
can buy or sell securities and bills only through the 
member banks. But, if in the interests of a national 
credit policy, it is essential to regulate the creation 
or contraction of credit, then the Bank is permitted 
by Its charter to buy or sell bills and securities 
openly and directly in the market with a view to 
expand or contract credit. If the creation of 
credit by member banks is going on rapidly and 
the Bank wants to reduce its volume, then it sells 
bills or securities voluntarily until the Bank Rate 
becomes effective. The purchasers of these bills 
and securities pay the Centra) Bank by cheques 
and drafts on the commercial or member banks 
aud thus the reserves of the member banks with 
the Central Bank are reduced. Their resources are 
transferred to the Central Bank and the reduction 
in the rescurces of the member banks curtails their 
power of creating further credit; “for cash to a 
commercial bank is the base on which an inverted 
pyramid of credit is raised to several times its 
volume. A diminution of available cash sup- 
plies, therefore, guicMy forces a policy of credit 
restriction on the commeresal hanks-^'^ On the 
other hand, if there is a deficiency of credit 
and stringency in the money market because 

*■ Ku^n EV«n-:Cwto«f» y. i'2-8. 
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the reserves of the commercial banks are small 
and therefore they are not able to create a suffi- 
cient volume of credit, then the Central Bank 
begins to buy bills and securities. The sellers are 
paid by the Central Bank and they deposit their 
cash with the commercial banks whose cash re- 
souttes are thus increased. Now they ate able to 
create more credit and the stringency is relieved. 
Thus, through the open market operations, the 
Central Bank can increase or decrease the reservesi 
of the commercial banks and control the volume 
of credit. This is the easiest and the quickest 
method by which the Central Bank can relieve a 
■sudden deficiency of credit and can prevent its 
occurrence by taking anticipatory action. The 
Bank Rate and the Open Market Operations are in 
fact complementary. Of these two weapons of 
■control and regulation of credit, the open market 
operations are more effective because they “pro- 
<luce a direct effect on the reserves of the member 
batiks and hence on the volume of deposits and 
■credit generally, by their immediate consequences 
and apart from their indirect reaction.”* 

“While open market operations might be 
sought as an instrument to influence both short and 
long term rates of interest, the bank rate gives the 
central bank direct contact with short rates and 
the rooney'market. The effectiveness of this contact 
and the speed with which it is able to effect the 
credit-structure are a measure largely of the orga- 
nised and well-knit character of the market.”! 

* Keanes : A Trealite <m : Vcl. 11, p. 251-^2. 

t il/uraiy an : ilfodem Banbng in Jndia^ p. 263^ 
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The control of the central bank over th& 
money market depends on the funds of the money 
market itself and on bank loans on the one hand^ 
and on the frequency of rediscounts or loans from 
centra] bank to member banks on the other. In 
India there is a paucity of bills and the banks have 
no control of the local bill-market, while “redis- 
counts and loans to scheduled banks hardly exist.'*’ 
The bank rate depends for its^effectiveness on its 
level and on the liberality or narrowness of redis- 
counting of eligible bills and notes. There is a 
^vide disparity in interest rates, the bazar bill rate 
being the highest in the Indian money-market ; 
and it is aifficoU for the Reserve Bank to main- 
tain an effective contact with a variety of rates 
all over the country. The abundance of funds 
and cheap rates so far have enabled' the Bank 
to maintain the uniform minimum rate of 3% 
since 28th November 1935. The effectiveness or 
otherwise of the bank rate depends on the initia- 
tive of the scheduled barks, but in open market 
operations the Reserve Bank acts on its own 
initiative. “Open market operations may be used 
either to supplement the effectiveness of the bank 
rate or independently, within moderate limits, to 
jiarrow the gap between bank rate and market rate?,, 
to induce banks to move in step, to avoid the 
psychological difBculties of changes in the bank- 
rate etc. On account of the character of the 
assets employed to carry out these operations, the 
Reserve Bank has in them a direct means to in- 
fluence the long term rate also. 

“The extent and effectiveness of open market 
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operations depend on three conditions, the size 
of the resonrces which the Reserve Bank can 
master for the purpose, the quality and volume of 
the assets it is permuted to deal in or hold, the 
capacity and organisation of the market in which 
they have to be carried ont.”* 


CHAPTER XVII 
RESERVE BANK OF INDIA 

Introductory .'—The question of a Central 
Bank for India has been agitatins the mind of the 
Indian public ever since 1835, but it was only a 
century later t. e., in 1935 that the Reserve Bank 
of India was established on the Isi of April. The 
Chamberlain Commission of 1913-14 did not 
consider the question of the establishment of a 
Central Bank for the country, but a prominent 
member of that Commission, Mr. J. M. Keynes 
submitted a very comprehensive memorandum in 
which he envisaged a state-owned and state- 
managed central bank with a monopoly of note 
issue, the privilege of handling the government 
balances, the management of the public debt and 
service as a bankers’ bank, but the Government took 
no action on it. When the Great War broke out 
it left the Indian banking system completely dis- 
organised. The Babington Smith Committee of 


^il/uranian ; ov. f**. p. 268-69, 
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1919 did not make any recommendation with re- 
gard to a central bank. But the War did bring 
home to the Government of India the necessity of a 
central bark and, as a result of this, an Act was 
passed in 1920 whereby the three Presidency Banks 
were amalgamated together under the name of the 
Imperial Bank of India which began to functicn 
on the 27th of January, 1921. ' However, it was 
not a full-fledged central bank ; firstly because it , 
had no right of note >ssq‘ ; secondly, because it 
had no effective control over credit; thirdly, 
because it was not a bankers’ bank providing 
them wUh rediscounting facilities; and fourthly, 
because it was forbidden from carrying on foreign 
exchange business. Still it was given the semblance 
of a central bank tn that tt was entrusted with the 
handling of government balances and the manage* 
ment of the Indian public debt. The Hilton 
Young Commission of 1925*26 recommended 
strongly the establishment of a Reserve Bank of 
India at as early a date as possible. On 2Sth Jana* 
ary 1927 the Finance Member introduced a bill 
to give effect to this recommendation but it was 
dropped for constitutional reasons. The Govern- 
ment appointed a Committee when the Indian 
Round Table Conference met in London. As a 
matter of fact the estabUshment of a Reserve Bank 
of India was made a condition precedent to the 
inauguration of the New Constitution by the white 
Paper in 1933. The Reserve Bank of India Act 
was accordingly passed by the Indian Legislative 
Assembly and received the assent of the Governor- 
General on 6 th M arch, 1 934 , and the Bank began 
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to function from Ut Ap ril, 1935. From this date 
it took over the management of the Indian Currency 
Department by creating a special department of 
its own known as the Issue Department, The 
assets of the Gold Standard Reserve were trans- 
ferred to it and were combined with the Paper 
Currency Reserve as recommended by the Hilton 
Young Commission. On the Same date it took 
over the management of Government a/cs., Public 
Debt Office and the clearing houses from the 
Imperial Bank of India. On 3rd April it began 
the purchase of sterling and on the 16th sale of 
Treasury Bills, From 1st July, 1935, the Banking 
Department also began to function and the first 
Bank Rate was declared (^3|% on 4tb July, and 
the Scheduled Banks deposited on 5tb July, the 
required percentages of their time and demand 
liabilities. In April 1936, the Bank opened an 
office in London to conduct the management of 
the rupee debt enfaced on London and of the 
a/cs, of the High Commissiouer. 

Share Capital ** — The Bank Is a shareholders* 
bank. The share capital of the Bank is 5 crores 
of rupees divided into shares of Rs. 100 each fully 
paid op. Excepting shares worth Rupees two 
lakhs and twenty thousands held by the Central 
Government for disposal at par to Directors of 
the Central Board for minimum share qaalification, 
the entire share capital is owned by ..shareholders. 
The bank maintains five share registers at its 
offices at Bombay, Calcutta, Delhi, Madras and 
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Rangoon * The share capital among these five 
share registers has been assigned as follows ; — 


Bombay 

140 lacs of 

rupees 

Calcutta 

145 


11 

Delhi 

115 

11 

IS 

Madras 

70 

11 

11 

Rangoon* 

30 

11 

11 


Diitribulion of Shares : 

4rea9 

Lvo. of shares 
i30ih June 41 

iNo. of share- _ 
^boMccsmi. 

iNo, of share* 
holders SOtb 
jDoe 42 

Bombay 

2,12,823 

12.072 

j 2.18,619 I 

18,441 

Calcnlta 

l,2»,50l 

12.216 

' 1,19,941 1 

11.647 

Delhi 

87.163 

12,813 

1 83 762 1 

12,181 

Madras 

62,826 

7,973 

1 ss.eio 

7,697 

FangoOD 

18,6S» 

1,36» 

1 16,83$ J 

1 

1,203 

Total 

1 

5.00.000 

53,<6S 

j 5,00,000 1 

51,171 . 


The average number of ^ shares held by each 
shareholder was 9'4 on 20ih June '41 and 9‘8 on 
30ih Jone ’42, The decline in the number of , 
shareholders, the increase in the average number / 
of shares held by each shareholder and the expansion 

* Dicing to the Japanete var tn Burma, the Rangoon 
c^ce was removed to Bomiag tn May 1942 and two tem- 
porary o^ces were opened at AUahabai and AMa during 

1941-42- 
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of the number of shares on the Bombay register 
at the expense of other areas as in previous years 
show the unmistakable tendency of concentration 
of shares in the bands of bigger capitalists. On 
the influx of evacuees from Burma into India 
special arrangements were made for transfer of 
shares from the Burma to other registers in India. 

The Reserve Fund also consists of 5 crores oF 
rupees and is provided by the Government ot 
India in form of government rupee securities. 
It has got one branch in London and 3 more 
offices in India at Cawnpore, Karachi and Lahore, 
where the wo^ of the Issue Department and that 
concerning^Ke* accounts of Scheduled Banks 
ClearingfHmise is done. 

^^anacement J — The general superintendence 
and direction of the affairs and the business of the 
Bank is entrusted to a Central Board of Directors, 
which exercises all powers and does all acts and 
things which may be exercised and done by the 
bank. The Board is composed of ; — 

(а) A Governor and two Deputy Governors 

appointed by the Governor-Generahin- 
Council on the recommendations of the 
Central Board ; 

(б) Four directors nominated by the Governor- 

General in Council ; 

(c) Eight directors elected on behalf of the 
shareholders under the various registers 
. in the manner provided in Section 9 of 
the. Act av/4 mi the wimbers *. 
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1. Bombay 2 4. Madras 

2. Calcutta 2 5. Rangoon 

3. Delhi 1 

(c?) One government official nominated by the 
Governor-General.in-CounciJ. 

The Governor and the Deputy Governors are 
the executive heads of the bank and hold offices 
for such term not exceeding five years as the 
Governor-GeneraUin Council may fix when ap- 
pointing them, and are eligible for reappointment. 
Besides the Central Board of Management a Local 
Board is constituted for each of the five areas and 
consists of (a) five elected members from among 
the shareholders of that area who are qualified to 
■vote' and (b) three nominated members from the 
shareholders of chat very area who may be nomi- 
nated at any time by the Central Board to secure 
representation of territorial or economic interests 
and particularly of agncalture and co-operation. 
The Local Boards advise the C. B. and perform 
•duties delegated to them by the C, BJ 

Organisation The bank is organised into * 
two departments like the Bank of England — the 
Banking Department and the Issue Departthent ; 
and the functions of both are coordinated by it. 
The Issue Department is concerned with the issue 
of bank notes and their management and the 
•cartying on of business incidental thereto. The 
Banking Department is concerned with the ordi- 
nary and central banking functionsj 

The Central Office of the Bank, now perma- 
nently situated in Bombay, is divided into 'four 
sections \ the Secretary’s section, the Chief 
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Accountants' section, the Agricultnral Credit 
Department and the Exchange Control Department, 

There are seven ofiSces and branches of the 
Issue Department at Bombay, Calcutta, Madras, 
Rangoon, Karachi. Car7npore and Lahore. Each 
branch is divided into UTo_separate departments ^ 
the Treasuret’s Department, subdivided into the 
Issue and the Exchange branches; and the General 
Department, subdivided into the Registration, the 
Cancelled Note Verification, the Cancelled Note 
Vault, the Claims, the Accounts, the Records, the- 
Internal Audit and the Resource Branches. 

There are five offices of the Banking Depart* 
menl at Bombay, Calcutta, Madras, Delhi and 
Rangoon and branches at Lahore, Cawnpore and 
Karachi under the charge of the currency officer. 
These branches do not perform Gov t, treasury 
business, but those at Karachi and Lahore have 
undertaken since 1940 the management of local, 
clearinghouses and opening of accounts for the, 
scheduled banks. The Banking Department at 
each office is in charge of a Manager and is divided 
into the Share Transfer, the Deposit Accounts, the 
Securities, the Public Accounts and the Public 
Debt Departments. 

Fuaclious aad Business of the Bank 

< The Bank is authorised to carry on the 
following general business 

1: The accepting of money on deposit with- 
out interest from, and collection of money 
for, Secretary of^ State, Central and 
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Provincial Governments, States, banks 
and Local authorities. 

2. The pacchase, sale and rediscount of bills 
of exchange and pro*notes with certain 
restrictions. 

5. Making of loans and advances jepajable 
on demand but not e^cceeding 90 days 
against the security of stocks, funds and 
securities (other than immovable pro- 
perty) against gold coin or bullion or docu- 
ments of title to the same, and against 
such bills of exchange and promissory 
notes as are eligible for purchase or redis- 
count by the bank, 

A. The purchase from, and sale to, scheduled 
banks of sterling in amounts of not less 
than one lakh of rupees. 

5. The making of advances to the Governor- 
Geneial-in-Counctl and to the Local Go- 
vernments repayable in each case not later 
than three months from the date of 
making the advances.1 

6. The purchase and sale of Government 
securities of the United Kingdom maturing 
within 10 years from the date of such 
purchase. 

7- The purchase and sale of such securities 
of the Government of India or Local 
Government of any maturity or of a Local 
authority m British India or of certain 
specified Indian states. 

Issae of demand drafts made payable at 


8 . 
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its own offices cr agencies and making, 
issaing, and circulation of bank post bills. 

9. The purchase and sale of gbld coin and 
bullion, 

10. Acting' as agent for the Secretary of 
State in Council, Governor-General-in- 
Council Local Government, Indian State, 
or Local authority for the purchase and 
sale of gold and silver, for purchase and 
sale, transfer and custody of bills and 
exchange, securities or shares in any com- 
pany, for the collection of the proceeds 
whether principal, interest, or dividends 
of any securities or shares, for the remit- 
tance of such proceeds at the risk of the 
principal by bills of exchange payable 
either in India or elsewhere, for the 
management of the public debU 

11. The sale and realisation of all property 
whether movable or immovable which 
may come in the possession of the bank 
in satisfaction of its claims. 

12. The opening of an account with or 
making of an agency agreement with, and 
the acting as agent or correspondent of, 
any bank which is the principal currency 
authority of any country, or any inter- 
national bank formed by such banks and 
the investing of the funds of the bank in 
the shares of any such international bank. 

13. The borrowing of money for a period not 
exceeding one month for the business of 
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the bank only from a schedoled bank in 
India and a central bank ontside India 
not, exceeding the atnonnt of the share 
capital in case of Indian bcrrowings and 
the giving of secarity for money so 
borrowed. 

14, The making and issae of bank notes sub- 
ject to the provisions of the Act. 

15. Generally the doing of all soch matters 
and things as may be incidental or con- 
sequential upon the exercise of its power 
or the discharge of its duties under the 
Act. 

Emergency Bustnesi or Open Market operas 
iione If in the opinion of the Centra] Board or 
of any delegated authority or the Governor, it is 
necessary, to regulate ctedil m the interest of 
Indian trade, commerce, industry and agriculture, 
the bank may, notwithstanding any limitations 
contained in the above Sections, purchase, sell or 
discount in the open market any bills of exchange 
lOr.. pro-notes, though such bills or notes do not bear 
signatures of scheduied banks or a provincia] co- 
operative bank, 'purchase or sell sterling in amounts 
of not less than the equivalent of one lakh of 
rupees ^jnake loans or advauces on the security of 
such bills of exchange or pcomissory notes as are 
specified in the corresponding sections, repayable 
on demand or on the expiry of 90 days, provided 
ibe action is taken by the governor or the delegated 
authority except in cases of special urgency, with 
consultation of the Central Board. 
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Forbidden Business: 

1. The bank may not engage in trade or 
otherwise have an interest directly in any 
commercial^ indnstiial or any other un- 
dertaking except sach interest as it ac- 
quires in the course of the satisfaction of 
its claims and that such interest is disposed 
of at the earliest possible moment} 

2. The bank may not purchase its own shares 
or the .shares of any other bank or of 
any company or grant loans upon the 
security of any such shares. 

3. May not make unsecured loans ot advances. 

4. May not draw or accept bills payable other- 
wise than on demand. 

5. May not allow interest on deposits or 
current accounts. 

6. May not advance money on mortgage of, 
ot otherwise on the security of, immovable 
property or documents of title relating 
thereto, or become the owner of immov- 
able property, except for its own business 
premises and residences for its officers 

, and servants. 

Obligation to buy and sell sterling •* The 
bank shall sell to of boy from any person who 
makes a demand in that behalf at its office m Bom- 
bay, Calcutta, Delhi, Madras, or Rangoon, sterling 
for immediate delivery in London at a rate not 
lower than Is. sn a. to the rupee and not higher 
than Is, d. per rupee respectively provided 
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that no person shall be entitled to demand to 
buy or sell an amount of sterling less than £10,000 

C7as^ I^eserves of the Scheduled Banks I Every 
bank vfJtb a capital and reserve of five lakhs of 
rupees each is required to keep with the Bank a 
balance equal to 5% of its demand liabilities and 
2% of Its time liabilities (excluding share capital, 
reserve, P/L A/c. Balance and any loan from the 
Reserve Bank), and if the balance any day falls 
short of this required minimum then the defaulting 
bank is required to pay a penal interest at the rate 
of three per cent in addition to the Bank Rate on 
the amount by which the balance is shorter than 
the prescribed minimum fpv the first week and 5% 
above the Bank Hate afterwards. 

Allocation of After payment of a 

5 per cent dividend out of the net annual profits 
a small proportion of the surplus is to be allocated 
to the payment of an additional dividend to the 
shareholders and the balance is to be handed over 
to the Governoi-Generakin*CounciI. 

The profits or gains of the bank are exempt 
from liability to income tax or super tax but the 
shareholders of the bank are liable. 

Agricultural Credit Department : — The 
Bank has created a special Agricultural Credit 
Department with a view to maintain an expert 
staff to study all questions of agricultural credit 
and to co-ordinate the services of the Bank in 
connection wUh it with provincial co-operative 
banks and other banks or organisations engaged in 
the business of supplying agricultural credit. 
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The Bank ■was required to submit at the 
earliest possible time or within 3 years of its 
inauguration, a Report with its proposals for 
legislation on the improvement of the machinery 
dealing with agncuUara) finance and methods and 
for eSecting a closer connection between agricul* 
tural enterprise and the operations of the Bank. 
Accordingly, the Bank submitted a preliminary 
report in 1936 to the Government of India and 
this was followed by the Statutory Report of 1937. 
The Bank indicated the various directions in which 
improvements were to be made to make the 
co»opsrative society more serviceable to the agricul- 
turists It laid great emphasis on the development 
of multi-purpose co>operative societies instead of 
pure credit societies toeffect an all round improve- 
ment in the villages and in the economic, social, 
cultural and sanitary conditions of the cultivators. 
As regards its own assistance to the agriculturists, 
the Bank expressed its inability to make any 
fundamental changes in the existing credit facilities 
of the cultivators, until they were made credit- 
worthy. For this object it suggested measures 
to wipe out ancestral rural debts through concilia- 
tion and legislation and the development of land- 
mortgage banks, to regulate money-lending through 
registration, to improve the organisation of market- 
ing and financing of agricultural produce, to 
increase tbeir earning capacity and purchasing 
power and raise their standard of living. 

The Central Banking Fanctiom of the Bank 
as provided by the Act are 

(p) Acting as ag^nt to Secretary of State 
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Government of India, Provincial Govern- 
ments for accepting and paying money 
on their behalf and carrying out exchange, 
remittance, and othet banking operations 
and managing the public debt. These 
bodies must entrust their money, remittance^ 
exchange and banking transactions to the 
bank and deposit free of interest all their 
cash balances with it. 

(S) The Bank has the sole tight of note issue 
(For a detailed discussion of this function 
see the chapter on Indian Paper Cur- 
rency,) 

(c) Buying and selling of sterling in amounts 
of not less than ;C10,000. 

(<f) Receiving of deposits of 5% and 2% of 
. the demand and time liabilities of banks 
with a capital and reserve of Rs. 5 lakhs 
(called scheduled banks) and providing 
rediscounting facilities to them. There 
were 54 scheduled banks in 1937 and 59 
in 1940-42. 

“Apart from the fundamental central banking 
functions mentioned above, the Bank performs a 
number of subsidiary or ancillary functions inci- 
dental to its position as the apex bank of the 
country such as the supplying of different forms 
of currency, the extension of remittance facilities, 
the management of the clearing houses, the render- 
ing of adviCQ on financial matters, collection and 
dissemination of banking s tatistics etc.”* The 

•J^uncUons and uorhng of the Betene Bank of India 1942 
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Bank keeps adequate stocks of notes and coins to 
meet Government reqairements and provide remit- 
tance facilities to the public at the Government 
treasuries and sub-tteasuries and at its branches, 
offices and agencies. For this purpose the branches 
of the Imperial Bank and Government treasuries 
having currency chest facilities and numbering 
1,300 are regarded as the agencies of the Bank. 

There has been a considerable expansion in 
the activities of the banking Department since the 
present war. In addition to the opening of the 
Exchange Control Department for regulating 
foreign exchange transactions and export and 
import, the Bombay office of the Bank since 
December 1939 ha^ been selling silver on behalf of 
the Central Government. The Bank has intro, 
'duced a scheme for the licensing of silver imports 
on a profit'Shariog basis and fixed the maximum 
and minimum prices for imported silver. 

The Bank has paid a dividend of 3|% per 
annum up to 30th jane, 1942 and since its incep* 
tion to the 30th June, 1940 it has paid Rs. T33 
■crores to the Central Government. For the year 
ending 30ih June, 1942 it has paid over 3'24 crores 
of surplus profits to the Government and this figure 
exceeds that of the last year by 62'27 lakhs. It 
shows that the addition to securities in the wake of 
additions to note issue is profitable to the Govern- 
ment rather than the Bank and the contribution 
for the next year is likely to be larger than that 
of the year ending June 1942, 

The consolidated statement of the Scheduled 
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-n^ains 

( In la^s of Rupees ) 

Demand liabilities : 2^-41 

India 
Burma 


26-6-42* 


Time liabilities i 
India 
Burma 

Cash : 

(Notes, rupees & snbsidia 
coins) 

India 

Burma 

Balances W.U He Reserre BmI 
in India ... 

Advances ; 

India 

Burma 

Bills disconnfed ; 

India 

Burma 


183,94 

10,95 


103,34 

4,05 


11,38 

65 


29,66 


122,15 

5,65 


5,35 

7 


Critical Bxaninalioii of Bcserve Bank 


267,15 


97,3a 


14,52 


60,93 

94,30 


1,47 


v» iiMcrve Danfc 

Bank Act“'l93f 1 ,“^' Provisions of the Reserve 
1934 brings out clearly the salient 
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features of its organisation, management, functions, 
liabilities and privileges and sho^vs farther that the 
Bank satisfies the canons of sound central banking 
operations. As pointed out in the last chapter, a 
central bank is an institution which acts as the sole 
Supplier of currency and credit to the various bank- 
ing and credit agencies in the country, it is a 
bankets,’ bank, a government bank, and it controls 
the currency and credit in such a manner as to be 
able to maintain the stability of the currency both 
internally and externally. It was forlher pointed 
out there that the distinguishing features of a 
central bank arejfw/Zy, that service to community 
and not profit»making is its goa), secondly, that it 
does not compete with the other commercial banks, 
and thirdly that ic is subordinate to the State, The 
provisions of the Reserve Bank Act satisfy all these 
canons. The commercial banks of the country are 
controlled by the provision that 5% and 2% of 
their time and demand liabilities must be deposited 
by them with the Reserve Bank which is prevented 
form competing with other banks by the provision 
that it can not accept,deposits form the ordinary 
public but only from Governments and that too 
without interest, that it cannot grant loans or ad- 
vances to the public directly on the security of 
movable or immovable securities, that it cannot 
purchase or discount promissory notes and bills of 
exchange without the signature of a scheduled bank 
on them. The supply of currency and credit is 
dene through the issue of notes and elasticity is 
secured through the open market operations and 
rediscounting of genuine commercial papers of the 
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scheduled banks a nd the issue of emergency currency 
as provided in the Act. Through its bank rate it is 
expected that the bank shall be able to control 
effectively the money market and co-ordinate the 
services of the various banking and credit agencies. 
The Governoc*GeneraI-in*CounctI has great powers 
of control and supervision over the bank. It acts 
as Government banker for remittances and handles 
government balances and manages the public debt 
and in lieu of these privileges pays its surplus net 
profits to the Government. Through the provi- 
sion of rediscounting facilities and of loans and 
advances on the security of collaterals to the 
various scheduled banks it acts as a bankers* bank 
and as 'the lender of last resort*. It pools together 
the monetary resources of the country and directs 
them into productive channels. 

SoV) far the lieserve Bank of India has 
succeeded in removing the defects of the \lnd%an 
Money Market : The Indian banking system as 
it developed before was characterised by lack of 
systematic organisation. In fact it is a misnomer 
to call It a system. There bad been an utter lack 
of co-operation among the various financing and 
credit agencies in the country and of co-ordination 
among the constituents of the Indian Money Market, 
Banking, currency and exchange were controlled, 
monopolised and manipulated by the Government 
of India without adequate regard to the needs of- 
the business community. The right of note issue 
had been denied to the Presidency Banks and 
the joint stock banks had been prevented from 
on fo reig n exchangee business which has 
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been the exclusive preserve of the exchange banks. 
This loose organisation had been dae to the 
absence of a centra] bank functioning as a co* 
ordmating agency, as a government bank and as 
a bankers’ bank. The inelasticity of currency 
' and credit due to a divorce between the two and 
leading to monetary stringency dating the busy 
season had been accentuated by a lack of redis- 
counting facilities and a well developed bill market. 
The financing of trade and industry had not been 
based on a sound footing. 

When the Reserve Bank of India was 
established in 1935 it was expected to serve as a 
full fledged central bank. It was entrusted with 
the management of the currency department, the 
government balances and their remittance business 
and with the public debt of the Government of 
India in that very year and of the autonomous 
Provincial Governments, since 1st April 1937. 
Thus, It functions as a government bank. Then 
N it has been granted the monopoly of note issue and 
^Gold Standard Reserve and the Paper Currency 
Reserves have been transferred to it. The sche* 
doled banks with a capita) and reserve of 5 lakhs 
^ach deposited on 5tb July, 1935 their reserves of 
2% of their time and demand liabilities res* 
/pectively, and thus they are controlled by the 
Reserve Bank which apparently acts as a bankers’ 
bank. Bat the reports of the first two years of 
Its working have amply shown that it has failed 
to function as a fali>fiedged central bank control- 
ling effectively currency, exchange, banking and 
credit policy of the countcy. An examination of 
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the various statements and schedules published by 
the bank leads to the inevitable conclusion that it 
has not functioned as a full-fledged bankers* bank. 
The truth of this statement can be verified from 
the following facts : — 

(*) The bank rate has not been effective in 
controlling the money market of India 
because there is a divergence between 
the bank rate and the Bazar Bill Rate. 
The former remained at 3^% from 4th 
July to 28ih November 1935 and then it 
has been steady at 3^ from November 
28, 1935 to the present day The same 
has been the tendency of the Impeiial 
Bank Hundt Rate; but ,tbe Bazar Bill 
Rate in Calcutta bad been 7‘8% for three 
months from April to June 1935, and 
then 5 6% upto March 1937 with only 
two exceptions m July 1935 and Decem- 
ber 1935 when it was 6"5%; whereas the 
Bazar Bill Kate in Bombay had shown 
wider flucluations; it bad varied between 
3% and 6|% 

(?V) k has failtd to develop an organised bill 
market to provide rediscounting facilities 
to the scheduled banks as provided by 
the R. B. Act. 1934. The rediscounting 
of bills has been only a paltry thing. 

(m) It has failed to control and co-ordinate 
the services of the various credit agencies 
and the co-operative societies and indige- 
.urau! -hankers he still outside its .purview 
and supervision. 
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(tu) It has failed to bring the credit agencies 
providing agricaltarai finance into Us 
effective control. 

(v) It has failed to pool together the reserves- 
of the vaiioas institutions into a central 
reserve because, excepting the member 
banks and such other co-operative banks 
and indigenous bankets as are onitsap-- 
proved list, the majority of the small 
banks and credit institutions have no 
direct connection or link with it. 

(vi) The art of central banking consists of hold- 
ing a balance between the stability of w 
tetnal price level aod the stability of the 
foreign exchange. Judged by the statistics 
of prices and exchange and the figures 
of export and import trade the working 
of the Bank has shown a recovery of agri- 
cultural prices. But unfortunately the 
question of exchange is still out of the 
hands of the Bank and it has been 
manipulated since September 1931 by 
the Viceroy m bis discretion or accord- 
ing to dictation from Whitehall. The 
delinking of the rupee from gold and its 
linking with sterling at Is, 6d. has caused 
the internal price structure to fluctuate 
in sympathy with the sterling value of 
the rupee which is governed by causes 
other than economic. 

However, the Bank has very successfully float- 
ed government loans at cheap rates, has provided 
remittance to Secretary of State, sold Treasury 
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Bills, and helped in maintaining the rapee. At its 
instance important changes have been made in the 
Indian Company’s Law relating to banks. It has 
provided cheap inland remittance facilities to the 
banks and has helped in lowering the money rates. 
It has also helped indirectly the development of 
banking facilities. The Bank has been working 
only for ten years now and it is expected that 
gradually the existing defects- will be removed. 

Elasticity of Currency and Credit and the Reserve Bank 

One of the fundamental principles of a sound 
•currency and credit system is that the currency 
must be elastic t.e. it must be capable of expan- 
sion and contraction according to the needs of the 
business community. The Indian currency and 
credit system as it obtained before the establishment 
of the K. B. suffered from an acute inelasticity. 
The currency was tnonppolised by the Government 
of India and the credit was controlled as far as 
possible by the Imperial Bank of India. It acted 
as a government bank and to some extent a 
bankers’ bank without having tba right of, note 
’issue. This resulted in the government practi- 
-cally predominating in the bank rate in the money 
market. This diarchy or dual control resulted, 
as pointed out by the C, B. I. Committee, in 
^‘a serious lack of elasticity and stability of 
monetary conditions/* Under these circumstances, 
the range of interest rates m India was wider than 
other countries varying as it did from 3% in the 
slack season to 7 or 8% in busy season. It was 
suppo^e'h -tctj tcrrcRii. * Tfes; •aan&Kvi'} 
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Stringency was inevitable and responsible for the 
wide range of interest rates. 

India is predominantly an agricultural country t 
about 73% of the population directly depends on 
agriculture. This fact in the economic situation 
of the country divides the year into two seasons ; 
a busy and the other stack. The busy season 
usually occurs in the spring and the summer, and 
at this very time the exportable surplus of primary 
products is to be financed and mobilised. It 
synchronises with the marriage season as well, and 
the payment of land revenue also falls in this sea^ 
son. During this busy period an enormous quan- 
tity of cash is necessitated and unfortunately it 
was usual in this period that the government was 
unable to supply increased quantity of money in 
circulation. In other words^ at a time when the 
requirements of business demanded an expansion of 
currency, there was a monetary stringency* where- 
as in the slack season, when there was no demand 
from business for money, there was usually a 
plethora of funds resulting in cheap money rates. 
The situation was further aggravated by an utter 
lack of an organised money market, a well deve- 
loped bill market with rediscounting facilities, and 
the absence of a central bank of issue co-ordinating 
the currency and credit policy, and making suit- 
able adjustments to the changed requirements of 
business. 

As pointed out by the Central Banking En- 
quiry Committee the mam task of a properly 
managed and well-organised Reserve Bank is to tide 
over busy periods when the money is in strong 
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demand without undulj' raising the bank rate. The 
Reserve Bank by expanding credit can meet the 
seasonal demand for money and dispense with the 
seasonal monetary stringency and wide variations 
in bank rate. When the Imperial Bank of India 
came into existence in 1921, to remove this season- 
al stringency and to make the carrency elastic the 
government undertook to loan 12 crores of rupees 
to It against GO days* first class bills. No issae 
was to be made until the bank rate rose to 6 per 
cent. The loan carried interest at a minimum 
rate of 6 per cent for the first 4 crores and 7 per 
cent for the next 8 crores. This fixing of arbit- 
rary rates for the issue of additional currency 
unnecessarily penalised trade and commerce. This 
system of issuing emergency currency at stable 
rates had not been able to remove the inelasticity 
of the currency system. The Reserve Bank of 
India keeps sufficient cash in reserve in the slack 
season to supply the needed carrency m the busy 
season at reasonable rates. The Bank provides 
emergency currency by rediscounting approved 
bills of exchange, and by granting advances on 
approved promissory notes of commercial banks 
and thus provides the necessary elasticity to the 
currency system which is the sine qua non of a 
sound and stable monetary system. Inequality of 
the rates of interest in the different money markets 
of India is removed by transfer of money from 
place to place. The credit expansion suitable 
both in point of time and degree and the regulation 
of gold movements are all desirable changes 
which the Reserve Bank has been able to achieve 
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as a central bank of issae. The elasticity of 
currency and credit has been secured by requiring 
the Bank to do among others the following >m» 
portant businesses which lead to an expansion 
of credit: 

{i) purchase, sale and rediscount of B/E and 
P/N drawn and payable in India arising 
out of hona fide commercial or trade 
transactions bearing two or more good 
signatures one of which must be that of 
a scheduled bank and maturing within 
90 days from the date of such purchase, 
sale or discount. 

(ti) purchase, saleand rediscount of B/E and 
other commercial paper which most bs 
endorsed by a scheduled bank ^hich is 
drawn to finance seasonal agricultural 
operations or the marketing of crops and 
maturing within 9 monihs. 

(i’ll) purchase, sale and rediscount of coujmer- 
cial paper bearing the signature of a 
scheduled bank and issued for trading 
in securities of the Government of India, 
Local Governments, or of certain states 
maturing within 90 days. 

(t‘u) purchase, sale and rediscount of B/E. 
including treasury bills drawn on or in 
any place in the U. K. and maturing 
within 90 days from the date of purchase, 
provided that transactions are carried on 
only with the scheduled banks. 
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(v) issue of demand drafts made payable at 
its own offices or agencies. 

(^vi) making loans or advances against stock, 
funds, bullion, bills of eschange, and 
Promissory notes, to States in India, 
Local Amhorities, scheduled banks, and 
Provincial Co-operative Banks for not 
more than 90 days. 

But the greatest provision for securing elas- 
ticity of currency and credit is the right of the 
bank to make and issue notes on the proportional 
reserve method and Its powers to issue emergency 
currency and to carry on open market operations. 

The increase in the assets of the Issue Depart- 
ment and the issue of equivalent notes ftom it 
to the Banking Department causes an expansion 
of currency, while the withdrawal of notes from 
circulation and the consequent reduction in the 
assets of the Issue Department causes a contraction 
of currency. *‘When the cash balance of the 
Banking Department requites replenishment, the 
Bank resorts to expansion of currency and transfers 
notes from the Issue to the Banking Department 
according to its requirements. When the Govern- 
ment finds its balance in excess of its normal 
requirements, it reduces its debt obligations and 
'the Bank cancels ad hoc treasury bills held in the 
Issue Department against contractionof currency.” 
Rupee or sterling securities or both are transferred 
thus from the Banking to Issue Department or 
ad hoc treasury bills are created to increase the 
assets of the Issue Department and this secures 
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expansion. In contraction the process of transfer 
is reversed and ad hoc secarities are cancelled. 
The receipt of rupee coin and one rupee notes 
by the Issue Department from the Government in 
1940 led to expansion of currency. 


CHAPTER XVIII 

THE GREAT WAR AND IT^ EFFECTS ON INDIAN 
BANKING 

When the War broke out the Indian Banking 
System was very loosely organised. In fact to 
call it a system at ail was a misnomer. The 
various institutions carrying on the business of 
banking constituted separate entities ; there was no 
co-operation and co-otdmation between them. 
There was no Central Bank controlling the cut* 
tency and credit policies which were divorced from 
each other bv government monopoly of currency 
and exchange. Therefore the system suffered 
from an extreme deccnltalisalion of the national 
reserves which could not be pooled together in 
tunes of emergency. A Central Bank, providing 
the discounting facihiies to other banks, acting as 
a guide, friend and philosopher to them, anddirecl- 
ing the loanable funds into productive channels, 
was conspicuous by its absence. There was an 
utter lack of the habit of thrift and banking. There 
were a number of bank failures just preceding 
\’iie''^^ann "i'&T'i w'bidn fieietred tne people 
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from entrusting their surplos fands to banks and 
bankers. 

Mismanagement, nepotism, and ignorance of 
the rudimentary principles of banking and the 
financing of iong term credit with short-term 
deposits were the most important causes of these 
failures. The clock of progress was therefore set 
back and under the stress and strain of the war 
the system completely broke down. 

The first effect of the War was a loss of 
public confidence, which, having been engendered 
by the banking failores of the preceding year, was 
strengthened by war. Tbis feeling of distrust 
which bordered on a panicky attitude led to the 
withdrawal of deposits from the Indian managed 
joint stock banks. This withdrawal of deposits 
caused paucity of loanable funds and hence a 
contraction of credit. The money market was 
completely disorganised and demoralised. This 
bad its own consequences on the mobilisation of 
the harvested crops to the collecting and distribut- 
ing centres There was an abnormal bank failure 
between 19l3 and 1917, 87 banks went into 
liquidation and 34^ of the total capital of joint- 
stock banks was lost. Speculative dealings were 
very much resorted to by these banks and very often 
they employed their funds in the most hazardous 
enterprises. Large snms were locked op in 
speculative dealings in silver, pearls and other 
commodities; long term businesses were financed 
without an efficient and adequate investigation 
into their soundness on the chance of earning 
were used for 
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this purpose ; and too large a proportion of the 
total available funds were frequently sunk in a 
single business. Many of tbe directors and mana- 
gers had little knowledge either of the principles 
or of the practice of banking, and some of them 
resorted even to dishonesty, fraud and criminal 
mismanagement. Thus they lent the funds of 
banks of which they were directors or managers 
to themselves or to concerns in which they were 
directors or partners ; they made away with the 
assets of the banks by showing in the books debts 
due to the banks that did not exist. To hide all 
this mismanagement and fraud tbe books were 
left m an incomplete state, not being written upto 
date, or they were falsely made up ; window 
dressing was freely resorted to in making of the 
balance sheets ; and in a few places dividends were 
paid out of capital. Tbe cash reserves set up 
against contingencies were very low— hardly 18 % 
of the liabilities, inadequate to serve their purpose 
in a country like India, where the banking habit 
ihas not become very popular as yet. 

One of the striking features of tbe system, as 
pointed out above, was a small amount of capital 
and the relatively large amount of business 
-handled with it. Though it enabled the banks to 
pay good dividends, yet it was fraught with dangers 
und was an element of weakness. Their position 
further weakened daring tbe war because the 
increase in the amount of business done was 
'hopelessly incompatible with tbe increase in capital 
and reserves of the banks. The capital of the 
Presidency banks and tbe joint-stock banks remained 
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the same as before the war, but the reserves of 
the former slightly diminished while those of the 
latter slightly increased. 

When the first shock of the War was over 
confidence was gradually restored in the currency 
and exchange policy of the government, which 
was reflected in the revival of public confidence 
in the banks. The abnormal increase m business, 
caused by the unusual demand of the Indian primary 
products by the warring nations of the world, led 
to a rise in prices and the consequent expansion 
of currencyand credit. Hence, the most important 
feature of the system during the war was a great 
increase in deposits. 

From !9I3 to 1918 the deposits of the various 
banks increased as follows : — 

Presidency banks 78% 

Joint*StocU Banks 49% 

Exchange banks m India 83% 

On the whole, the total average deposits of all 
banks increased by 65%. At the end of 1918 the 
deposits of the Presidency Banks declined remark* 
ably but those of others increased substantially. 
Most of this increase, however, was merely an 
evidence of indebtedness and inflation and not of 
prosperity, for most of tbe deposits consisted not 
of cash paid in, but of credits borrowed. This 
creation of credits further increased the means of 
payment and led with the inflation of paper money 
to an enhancement of prices. The creation of 
this mass of credit was due to the GovernmenL 
War finance on its own behalf and on behalf of 
tbeHome and M’hed OuvenfmerA^ by raising loans- 
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and obtaining credit in the form of Treasury bills. 
The banks had to purchase large amounts of war 
loans and treasury bills themselves as well as to 
grant large amounts of credit to their customers 
to enable them to purchase. These purchases 
were paid for by means of the grant or transfer of 
credit to the Government which transferred it to the 
public by means of payment to contractors, 
manufacturing firms etc. The result was that the 
deposits of the banlts were increased by the amount 
of their subscriptions, the Govefnment loans and 
hills, and by the amount of the credit granted by 
them to their customers to enable them to make 
similar purchases. 

The increase in the liabilities in the shape of 
deposits was, however, accompanied by a large 
increase in cash balances and thus the war consi- 
derably strengthened the Indian Banking system 
till the end of 1917. During the war the banks 
endeavoured to increase their cash reserves and 
were enabled to do so by the profits of industries 
kept with them which in normal times would have 
been invested in the creation of new enterprises or 
in the expansion of old enterprises or remitted to 
London. As to the exchange banks, on occount 
of the diHiculties of obtaining remittances from 
their head offices and also delay in cables, their 
branches in India found it necessary to maintain 
proportionately larger balances and they did so by 
imports of gold. This accretion to their resources 
was till the end of 1917 an important factor in 
the increase of the cash balances of the Presidency 
banks, with which the exchange banks kept their 
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deposits. At the end of J918 the proportion of 
cash to liabilities declined appreciably in the 
Presidency banks and the exchange banks, but in 
case of joint-stock banks, the most vulnerable part 
of the Indian banking system, this improvement 
was kept on the whole satisfactorily. 

As a result of the increase in deposits the 
investments of the banks increased considerably: — 
Presidency Banks by 14 ^% 

Exchange Banks by • 137% 

Joint Stock Banks by 53% 

This was due to the large purchase ol Govern- 
ment issues of all kinds by the banks from the 
outbreak of tbe war to assist the Government in 
its war 6nance. They produced tbe same effects 
on tbe deposits of tbe banks as the advances made 
by them. 

In discount and advances also there was a 
great increase in tbe Presidency banks and joint 
stock banks but not in tbe exchange banks, on 
account of tbe Government restrictions on the 
discounting of foreign bills coupled with the 
currency and exchange difficulties. Thus, on tbe 
whole, the Indian banking system did well daring 
the war. 

The most important effect of the war, how- 
ever, and tbe crisis in banking was tbe establish- 
ment of tbe Imperial Bank of India with tbe 
amalgamation of tbe three Presidency banks. The 
war by bringing home to the Government of 
India tbe serious maladies from which the banking 
organism of the country was suffering focussed the 
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Attention of the Government as tyell as of the 
pablic on the necessity of establishing a Central 
Bank to co-ordinate currency and credit policy, 
serve as a bankers’ bank and a Government Bank, 

Another important effect of the war was the 
establishment of mdusinal banks to provide in- 
• dnstrial finance. The war by limiting the supply 
of imported manufactures and by causing windfall 
profits stimulated the development of industries 
under the able guidance of the ‘Indian Munitions 
Board, and hence, the encouragement to establish 
industrial banks. The Gwalior Financial Corpo- 
ration, The Tata Industrial Bank, Karnai and 
Calcutta Industrial Banks came into csi?.teccc 
during this period. 

Summory the chief effects of the wap on 
puking sjstem may be summarised as follows »— 

(a) Increase in deposits of all classes of banks 
which increased from 97'5l crores to 
154.97 crotes topees and over. 

(f)) Improvement in cash resources and in- 
creased investments. 

{e) A great increase in the amounts of cheques 
cleared, the increase was 115% in 1918 
over the pre-war figure. 

{d) A growing disparity between the capitals 
of the banks and increasing business tran- 
sacted by them. 

(e) Stimulation of the growth of industrial 
banks. 

(/) Defects of Indian Banking system were 
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brought out in boid relief and pointed 
towards the need for a thorough-going 
reform of the system and the establishment 
of a Central bank*. 


CHAPTER XIX 
BANKING CRISIS 

Whenever a bank fails it is a very serious 
matter. A jomt stock bank usually deals m 
public or borrowed money and not in its own 
money as IS done by a private banker; and there- 
fore if such a bank fails the loss does not fall only 
on the shareholders but the depositors and innocent 
investors are also ruined. Confidence which is the 
bedrock of banking is badly shaken and a slight 
rumour that there is something wrong or rotten in 
the affairs of a bank does not cause a run upon 
that particular bank only. There is a general run 
on all banks; there is a panic and depositors and 
investors rush to withdraw their funds as quickly 
as they can. Joint stock banks normally keep a 
small percentage of their deposits for meeting the 
day to day demand obligations of their customers 
and the rest of the funds, instead of lying idle in 
their vaults, is invested in the financing of 
agriculture, trade and industry. Theoretically 

♦ J’or a detailed aecoant ate Panavdiiar’e Economic 
eonseqaenm tk VTat^w IrAva.. 



BA.KKIKG CBISIS 


34r 


therefore, the position of a bank may be perfectly 
sound in that the assets ate greater than the 
liabilities, but on accoant of the sudden on^rnsh 
of an unexpectedly large nnmber of depositors to 
get their money back a bank is not able to satisfy 
all their demands. The bosiness of the bank is 
suspended, its doors are closed, shutters drawn, 
and it has to go into hqaidation. But the trouble 
does not end here. The failure of one bank causes 
a loss of public confidence in banks in general, 
and therefore if there is no central bank to come 
to the rescue of the troubled bank by granting 
liberal credit and enabling it thus to meet all calls 
made on it, the failure of one bank develops fast 
into a general run upon all other banks. Such a 
grave state of financial and banking conditions is 
called a banking crisis. 

Games : — It may be due to several causes : 
economic and otherwise. Mismanagement by the 
directors of the bank, inexperience, lack of foresight 
and of judicious investments of fnnds into easily 
marketable securities, speculative dealings to the 
stock and commodity markeuj gross negligence of 
duty and dishonesty by the staff, want of a proper 
ratio between the cash resources and loaning 
operations and deposits etc., abnormal citcum' 
stances dae to war ora political crisis etc. are the 
usual causes of bank failures and crisis. Frozen 
credit and lack of liquidity of bank funds ate the 
primary causes of all banking crises. 

India had to experience an acute banking 
crisis from 1913 to 1918, but the failures of banks 
continued even in 1919 to 1925 and 1926 to 1934- 
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and the mortality among her joint stock banks in 
all the three periods was very heavy. Trae It is 
that India bad a banking crisis in 1829*32, in 
1857 and then again in 1863-66 and many banks 
had failed inflicting heavy losses; bat compared to 
these the banking crisis of 1913*18 was so far 
unprecedented and most disastrous m its conse> 
quences. 

From 1905 to 1913 there was a boom in 
banking development. The period except for 
1907-08 was free from famines. There was agri- 
cultaral prosperity and a large quantity of capital 
was accumulating. The partition of Bengal in 
1905 was followed in its wake by the famons 
Swadeshi movement which beginning from Bengal 
gradually overtook the whole country. There 
was a boom in the growth of banks so much so 
that the number of banks with a capita] and reserve 
of Rs. 5 lakhs increased from 9 to 18 between 
1905-13 with a total paid-up capital and reserve of 
^4 ctores and total deposits of Rs. 22 crotes. 
Besides these bigger tenks a mnsbroorzi growth 
of smaller banks had taken place, and although 
there is no reliable information as to their exact 
namber,iti8 nndonbted that their number was much 
larger. But this feverish enthusiasm for banking 
-met a rude shock when in l9L3 there occurred a 
•banking crisis unprecedented in its magnitude and 
severity. The banking system, as it existed at the 
time, suffered from a number of serious maladies 
■which were ultimately responsible for the crisis 
which overtook the joint stock banks in that year 
•amd cocdircisd TipAo \9\8 Kc. 9S 
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with a paid-up capital of 1,79,80,000 went into 
liquidation and the most hacd-hit provinces were 
the Punjab, United Provinces and Bombay. The 
total number of banks failing in the Punjab was 
35 with a paid-up capital of 36.74 lakhs, in U. P. 
18 with a paid-up capital of 27 82 lakhs, and 21 
in Bombay with a paid np capital of 111.08 lakhs. 
No doubt Tnost of these banks were small and 
weak and their elimination made for the strength 
of the banks in future, but it was very serious and 
unfortunate for a poor country like India, where 
banking facilities are too inadequate to meet the 
requirements of the people. It affected very 
adversely the bigger banks as well and thirteen of 
them with a paid-up capital of 135 84 lakhs had 
to go to the wall, This bad a very adverse effect 
on the development of banks m future because it 
led many to suspect the foundniss of the Indian 
banking system and ihe integrity and honesty of 
its management. 

Causes of hank failures 

1. .<471 abnormal dtsproportion between the 

cask resources and the deposit Itabthttes of the 
banks: — We have seen above that the 18 big 
banks had a paid-up capital of Rs. 4 crores and 
total deposits of Rs. 22 crores. It 18 to 19% 
in case of banks of the A class, and alth^ugtj this 
percentage of cash reserve compared favcurably 
with those of other countries, yet on account of 
the pecnliar circumstances of India it was inade- 
quate, Mr. Keynes bad already pointed out the 
danger lurking in this vulnerability of the Indian 
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banking system. Another striking thing was that 
while the authorised capital of the 95 banks that 
failed was 16 crores of rupees, their subscribed 
capital was only 4,79,59,000 rupees and the paid 
up capital was only 1, 79,80,000. The building 
up of huge deposits on the strength of meagre 
capital and reserve resources and the keeping 
of small cash reserves to meet the demana 
liabilities was bound to bring these banks to grief 
and ruin. 


Perceutage of cash to deposits 


Banks i 

1913 

1914 

1915 

1916 i 

1917 

191S 

A class^ 

18 ! 

. 21 

1 22 

21 

25 

23 

B class 

16 1 

1 

22 

i 

17 I 

21 i 

1 24 


2. Imtahiliiy of the Indian Money Market 
In 1912'13 the money market revealed signs of 
weakness. The Bank* Rates of the Presidency 
Banks ranged between 7 and 8%, trade was brisk 
and yet the demand for Councils was weak. Hencei 
exchange began to weaken and the circulation of 
money did not expand in response to trade. The 
government were busy in pumping out money 
from the market instead of helping so that by 
March 1913 the total government balances had 
risen to 28 crores 95 lakhs of rupees. These 
tight money conditions affected the banks who 
were tempted to make large profits by lending at 
high rates. This made their liquid position rigid 
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banking. Want of experience and lack of know* 
ledge concerning the rudimentary principles of 
banking and the consequent mismanagement of the 
banks’ affairs was a very important cause of bank 
failures. 

5. Speculative dealings : — A majority of the 
joint stock banks m India indolged in wide speca* 
lation in silver bullion and cotton, dealt in foreign 
exchanges and thus brought themselves to the brink 
of rum. Most of them paid very high rates of 
interest (6 to 8 per cent) to attract deposits oi> 
account of keen competition between themselves 
and to be able to pay such high rates of interest 
as inducements to the depositors, minors and 
widows they resorted to illegitimate and unsound 
speculative dealings and these precipitated thetc 
cum. An example of the mukifanoos and 
unauthorised activities of banks m those days is 
furnished by the following quotation of Sir 
Thomas Smith from Savkar’s Joint Stock Banking 
in India : **An institution has no right to be 
calleda bankwhich undertakes coacb-building, ekka 
repairs, and medical attendance, the manufacture 
of soap and oil and certain things as machinery 
or engages m trade or manufactures of any sort 
even though it be stated as follows: the leasing, 
hiring and purchasing of all commodities and 
substances which can form the subject of purchase 
and sale.” 

6. Fraudulent mismanagement by the direc- 
tors I— Many bank failures revealed gross negligence 
of duty and criminal breach of trust and embezzle- 
by bntctors. There were no proper 
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and regular books of accounts maintained and 
they Twere not regularly audited by expert auditors. 
The directors and managers of several banks 
falsified the accounts of the banks in their charge. 
Fictitious accounts were opened in the name 
of a certain silver king specially in the Punjab 
and bogus entries were made to hoodwink the 
shareholders and the auditors and in this way a 
large amount of money was misappropriated by 
them. In matter of appointments nepotism was 
usually practised and some of the directors were 
also guilty of extravagance and acts of dishonesty. 
The auditors were not well trained and qualified, 
and if they were, they were not allowed to have 
a full and free access to ail the relevant books of 
accounts. Window-dressing was often resorted to 
to conceal the true state ofaffairsfromtbegeneral 
body of shareholders by presenting blooming 
balance sheets and drawing very rosy pictures of 
the banks, while in reality they were under knee 
deep water. In certain cases books of accounts 
were not completeand uptodate and this facilitated 
their manipulation by the dishonest and fraudu- 
lent directors and other members of the staff, by 
creating fictitious debtors and promissory notes. 
In several cases dividends were paid out of deposits 
and capitals and huge authorised capitals were 
mentioned in the prospectus to attract share- 
holders. In certain cases assets were deliberately 
taken away. 

7. Interloching of directorates : There was 
an undue combination and interdependence of 
iiankiqg and non-bankiog concerns under the same 
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directors and this produced very harmful results as 
in the Punjab. Concerns under the same manage- 
ment became debtors and creditors between them- 
selves. The funds of the banks under these cir- 
cumstances got locked op and they could not be 
taken back to tide over their difficulties. If one 
set of concerns under the same management 
failed or came to grief the other set was bound 
to suffer simultaneously. The mushroom grpwth 
of banks in the spur of the Swadeshi move- 
ment had not taken place out of real necessity 
felt for them but just to satisfy the fervour and 
temporary zeal of the people. This was also a 
weak spot in the banking system. 

8. The indifference and apathy of the 
general hody of eharehdders was also responsible 
for the failure of banks. If they had taken a 
more intelligent and lively interest in the affairs 
of the banks, and not confined their interests only 
to the receipt of dividends, things would not have 
been so bad as they really were. Their constant 
vigilance would have exerted sufficient moral 
pressure to prevent the management from per- 
petrating frauds, criminal breaches of duty, and 
falsification of accbunts etc, 

9. Apathy of the existing hanks and lack 
cf a Central Bank • Upto 1934 our country had 
no central bank of issue co-ordinating the services 
of various banks and credit agencies and control- 
ling both currency and credit to secure elasticity 
in the supply of money. There was no bankers* 
bank to act as a friend, guide and philosopher to 
the joint stock banks. There was no machinery to 
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pool together the scattered reserves into a central 
reservoir and mobilise it in averting a national 
crisis of the kind which befeil oar banking system 
in 1913-18. The various Indian joint stock banks 
did not co'operate between themselves and the 
attitade of the more powerful Presidency Banks 
and the Bzchange banks was one of apathy and 
even positive hostility sometimes. The Govern- 
ment Of India also sat quietly and did not move its 
little finger to pass emergency measures and give 
monetary help to the banks as other national 
governments do in their countries under similar 
circumstances. This attitude of the government 
and the foreign banks was most reprehensible and 
no language is too strong to condemn it. This 
attitude intensified the suffering of the depositors 
and investors. 

10. Lack of comprehensive and suitable 
hanking legislation * There is no special banking 
legislation in our country and prior to 19L3 there 
was no regulation of banking except the provision 
made in the charters of the banks. In 1913 the 
Indian Companies Act contained a number of 
sections dealing with banks and .banking business 
but these were inadequate. Then^ unlike some 
countries notably, U.S,A., there was no statutory 
provision for minimum cash reserves which a bank 
must maintain, nor there were provisions for 
management and audit and the attitude of the 
government, as noted above, was one of apathy 
towards the Indian banks. Had there been a 
national government it would not have remained 
an Wife tsptttmtn wWit fcarr/sri 
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ont like ripe leaves from trees in autumn. This 
indifference of the government was also responsible 
for increased intensity and duration of the crisis. 

These were some of the important and cogent 
reasons which brought about Che banking crisis. 
The crisis had some good results viz. weaklings 
among the banks were eliminated, imperative 
necessity of special teaming and education in bank- 
ing was emphasised, the imperious necessity of 
special and comprehensive banking legislation and 
of the establishment of a Central Bank at the 
earliest possible date were brought home to the 
Government and the people. On the other hand, 
it gave a setback to the growth of indigenous 
enterprise in joint stock banking and shook the 
confidence of the public in the banks. Owing to 
the mutual jealousies of Presidency Banks, the 
much desired central bank could not be established, 
and instead of it, the Imperial Bank of India came 
into existence m 1921. 

The setback caused by these large numbers 
of bank failures was noticeable in the smaller 
number of backs started upto 1919. Thereafter 
there was again a boom in the development of 
banking companies in the post'war period and the 
resources of the joint stock banks were increasing 
unsteadily. Inspite of the post-war depression in 
trade, the number of banks, both A and B classes 
increased by 27 in six years (1919-25), but the 
crisis still continued and the period saw a failure 
of no less than 84 banks with a paid up capital 
of over 5 crores. The mortality of banks increased 
coTftideraWy ftotn 1922, ax a result of the depression 
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Statement of Bank Failure. I9J9.25 


Capital JO Rnpees 


_ u s -w-jr.wn, ,u xvD tees 

^ — — — — 

N I Paid up 


3 JO, 40, COO I 

192J 7 70,40,000 

1922 15 10,15,55,000 j 


6,47,165 

7.67.700 

5,80,965 

27.25,744 


1923 20 21,80,89,995 9 92 30 480 

1924 IS 9.92.30,480 4,65,47,325 

1924 18 6,30,30.000 26.46.37n 


’,80,000 25,41.695 j 18,75,795 


|81 41.49.84,995 10.91.40,139 5,11,30,517 
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Owing to the disproportion between igcash 
reserves and the deposits, the faiiores of oanks 
contmaed even after 1926 and between that year 
and 1935, 213 banks went into liquidation with a 
paid-up capital of over Rs. 177 lakhs. The 
mortality became heavier daring the recent world 
wide economic depression. Again the Punjab, 
U. P. and Bombay were the worst sufferers because 
of their commercial and industrial importance. 
The smallness of the capital involved and the large 
number of bank failares indicate that the recent 
depression has affected mostly the smaller banks. 
Two most recent failares of importance have been 
the Benares Bank and the Travarcore National and 
Quilon Bank. The latter failed three years after 
the estabhshment of the Reserve Bank of India 
on 20tb June 1938 after it had weathered the 
severest economic depression in the country. There 
has been a widespread dtssatisfaciron in Sooth 
India with the management of the first banking 
diffiicalties of the country by the Reserve Bank 
during Its short existence. 
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1926 14 

1927 16 

1928 13 

1929 11 

1930 I 12 
1981 IS 

1932 I 24 

1933 26 I 

1934 30 I 

1935 51 


' 70,80.000 

69.30.000 

81.70.000 

1.50.50.000 

6.27.40.000 

1.60.20.000 

4.90.20.000 

1.62.40.000 
2,42.00,000 

1.95.97.000 1 


f J>f5-740 I 23,11,717 
24.99,050 I 8,18,972 
46.55,445 40,59,644 

26,33,985 15,05.996 

11,79,005 8,09,172 

9,01,774 2 99 948 

14,30,995 6,22’, 558 

,18,43.652 65,95,975 
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The mortality among the joint stock ^anks 
doting 1939 and 1940 t?as disttiboted as under : 


Madras 


1939 

37 

1940 

18 

Bombay 


ID 

3 

Bengal 


7 

11 

Punjab 


4 

6 

Travancore 


5 

14 

Cochin ... 

... 

14 

4 

Mysore ... 

... 

3 

1 

Sind 


5 

... 

Orissa 


1 

... 

Assam 


... 

1 

Ajmer-Merwara 


... 

1 

Hyderabad 

... 

... 

1 

Total 


86 

60 






chapter XX 

THE CLEARIHG HOUSE SYSTEM 

It has been pointed out before that the 
majority of payments in western countries in 
modern times is made through banks. Bank 
money, or cheques based on deposits, form the 
most important element in the media of exchange 
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and circulation. They are very safe and make it 
convenient, easy and cheap to remit money in 
large amounts. A cheque drawn to order and 
crossed specially is a very safe and convenient mode 
of making payments. Not only this, the cheques 
and bank notes effect a remarkable economy in 
the use of cash or metallic money. This economy 
in the use of money has been carried to its far- 
thest limit and ntmosi perfection through the 
cheque system and the off-sets of cross payments 
by cheques. The institution which facilitates and 
effects this remarkable economy in the use of 
money is the Bankers* Clearing House, which 
together with the banks, forms the backbone of 
the credit economy. 

A clearing house may be defined as an insti* 
tution which simplifies and facilitates the daily 
settlement and escbange of debits and credits of 
banks in a certain locality. has defined 

it as “ a general organisation of banks of a given 
place, having for its main purpose the off-setting 
of cross-obligations in the form of cheqqes.*' The 
principle of clearing and economy in the use of 
money through cheques can be easily illustrated 
by a simple example. Suppose, there are two 
businessmen — A and £ and both of them ate 
customers of the same bank. A buys certain 
goods from B and issues a cheque in favour of B 
on his bank. £ sends this cheque for collection 
to his Bank and deposits the sum of the cheque to 
his accounts in the bank. As both of them are 
the customers of the same bank the payment and 
receipt of the amount through the cheque leads to 



THE CLEARING HOUSE SYSTEM 36a 

a simple transfer entry in the books of the bank, 
from Jl’s A/c to A/c and not a single coin or 
note goes into circulation. 

This is the clearing principle in its simplest 
form but it is earned further by the Clearing House. 
But this transaction does not stand by itself and 
the customers of the bank are not only two but 
many, all of whom through clearing principle 
can settle their mutual debts easily and economi* 
cally. All these customers are constantly making 
deposits, and banks are constantly creating depo- 
sits through their loans to the customers ; and the 
customers are constantly withdrawing funds by 
cheques. The cheques, being negotiable instru* 
ments, are passed from hand to band through en- 
dorsement and delivery or by mere dehiery In 
settlement of transactions, and before they are 
presented for payment across the counters of the 
banks many of them perform a number of 
transactions. In this way through their rapidity 
of circulation or velocity these continuous deposits 
effect a considerable economy in the use of the 
metallic money and notes. 

If We suppose that all deposits in a country 
were received by one bank and all payments by 
cheques were made through it, then the use of cash 
could be done away with. The bank would simply 
make transfer entries in its books from the accounts- 
of customers who drew the cheques to the accounts 
of those who were payees. Thus no money 
would pass and the accounts would be settled. The 
Clearing House System approximates to this des- 
cription of a general bank op a small scale and 
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tries to achieve the same object : economy in the 
use of money though only in particular towns 
and not throughout the country. 

Origin and Growth ,: — In the big cities therefore 
'where there are a number of banks, this economy 
in the use of metallic money is carried still further 
through the organisation of the clearing bouse. 
Clearing house system has developed 'With the 
growth of deposit banking. It is very diflScult to 
say as to who originated this system and when it 
came into existence. The London Clearing House 
was established in 1775 and that of New York in 
1853. It was only when commercial banking had 
sufficiently developed that the necessity for a 
clearing house was felt, and necessity being the 
mother of invention, the clearing house system 
was gradually evolved and developed to its modern 
form. In the beginning the various banks after 
listing their claims used to send tbeir clerks to other 
banks for the collection of cheques and settlement 
of mutual claims between themselves. These ‘walk 
clerks’ according to Matthews were the pioneers 
of the modern clearing house. They gradually 
evolved the plan of meeting at a certain place to 
avoid the loss of time, inconvenience and trouble 
tjf collection. There they presented the respective 
claims of their banks to one another after exchange 
of mutual salutations and struck the balances to be 
paid in cash by one bank to the other bank. In the 
beginning the authorities of the banks did not 
recognise this method, they rather resented such 
unauthorised meetings of the clerks. In course of 
h/iwe-ves, when they realised the usefulness of 
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the system- they gave it tecogmtion and even rooms 
were hired for such clearings or cancellations of 
mutual obligations. Later on when the utility 
and significance of the economy effected by the 
system, its ease and simplicity and its facility in 
the settlement of debits and credits of respective 
banks was fully comprehended, the system with 
the development and expansion of deposit banking 
was regularised, proper tales and regulations were 
drawn up and the clearing house began to be 
managed more efficiently than before by the 
central or big banks and their branches in different 
cities having a number of bank offices belonging 
to different banks. The clearing banks began to 
keep balances with the Central Bank and their 
mutual obligations were settled through it by mere 
transfer entries in its books. There was no 
necessity of coins to be paid by one bank to the 
other to clear its debts. Later on norvclearing 
banks also, noticing the advantages of the system, 
opened accounts with clearing banks or the 
Central Bank, and thus the whole banking system 
was co-ordinated to facilitate the off-setting of 
inter-bank obligations m the forms of cheques. 
Thus, the modern clearing house system has grown 
through three broad stages: First, when the ‘walk 
clerk’ of every bank collected its claims against 
the other banks individually and the balances 
between the claims and counter claims were paid 
in cash after some time ; second, when the clerks 
began to meet at a given place at a given time 
and settled their claims and counter claims there 
at one place instead of going to every bank indivi- 
dually as before, the balances, however, were still 
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payable in cash by one bank to another ; third, 
vfben the clearing house ia managed by the central 
bank where at the appointed time on every day the 
representatives of all the banks in a city congre- 
gate and through the Clearing House Accounts 
kept by the Central Bank on their behalf they 
cancel their mutual obligations by off-setting 
dabits and credits. The balances are no longer 
settled by paying cash nor ate they settled between 
individual banks but between each bank and the 
Clearing House by simply passing transfer entries. 

Illustration : Let os illustrate the working of 
the clearing principle at the present day. Suppose 
there are ten banks in a city viz.^ A. B. C. £>, E, 
F„G. Er I. and The customers of Bank A 
have drawn cheques on it making it payable to 
the customers of the other banks and likewise 
they have received cheques in their favour from 
the customers of the other banks and they have 
sent them for collection to bank A. Similarly, 
the customers of other banks have claims in their 
favour on the respective banks and counter claims 
against them. In this way each bank receives 
cheques daily drawn on the other banks and sent 
to it for collection, and daily each bank has to 
pay the cheques drawn against it and deposited 
with the other banks for collection. These claims 
and counter claims can be easily off-set against one 
another and the difference alone is payable incash; 
but the banks arrange not to pay the differences 
at all and keep a running account at the Central 
Bank office of the city wherein the balances 
are debited and credited and carried forward to 
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the next day, when they may be eqaalised 
and off*set. Or, the balances may be paid by 
■cheqaes on the Clearing Hoase Accoant of the 
■debtor bank and credited to the Clearing House 
Account of the creditor bank without any money 
passing between them and the amount being trans- 
ferred from the Clearing House Account of the 
debtor bank and credited to the Clearing House 
account of the creditor bank. 

The various representatives of all these banks 
come daily with bundles of cheques sorted bank- 
wise and arranged in chronological order and meet 
at the Clearinghouse. All the claims of the different 
banks against one another sent to the Clearing 
Houseate compared with one another. A balance 
is struck between the total sum of each bank’s 
claims against other banks and total claims of all 
other banks against it. When the balance is 
against a bank, that amount is paid by it to the 
Clearing House, and if the balance is in favour of 
a bank, it receives that amount from the Clearing 
House as explained above. In this way by mere 
book entries the totals of the inter.bank claims and 
counfer-claims are settled and off-set against one 
another and the greatest economy is secured in 
the use of money. 

The member banks of the Clearing House are 
called .“clearing banks” and the listing of the 
claims and counter-claims is done on specially 
printed forms which are called 'out books’ and the 
compilers of these sheets are called *ont-clearers’. 
The clerks who carry the sorted bundles of cheques 
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to the Clearing Honse aie called ‘runners* who 
keep the cheques on the different clearing tables of 
the clearing banks. Then another set of clerks 
called “in'clearers” prepare “in books*' in a manner 
similar to the preparation of the‘out books’. Then 
the two sets of books ; ‘out books' and, ‘in books, 
ace compared and their balanr^s are entered in a 
General Balance Sheet of each bank on a printed 
from containing the names of the clearing banks, 
and Dr. and Cr. columns on either side of their 
names. From these Balance Sheets balances are 
struck and settled through the Clearing House 
Accounts maintained by the Central Bank. 

The London Clearing Sgstem comprises 
three sets of clearing: Town, Country and 
Metropolitan. The first embraces banks within 
the City of London and there are two clearings in 
it: one in the morning and the other in the after 
noon. The second embraces all banks in England 
and Wales outside the Metropolitan disiiict, and 
the third embraces the London Postal District 
outside the ‘town clearing.* The timings of all 
these clearings are different. 

Indian Clearing Mouses : Before the establish- 
ment of the Reserve Bank of India, there were 
clearing houses at important centres like Bombay, 
Calcutta, Delhi, Madras and Rangoon. They were 
autonomous institutions and were supervised by 
the Imperial Bank of India on behalf of their 
members who used to settle their clearing balances 
through the a/cs. kept by them with the local office 
of the Imperial Bank. When the Reserve Bank 
came into existence and the scheduled banks opened 
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Statutory a/cs. with it, the members of the clearing 
houses at the above centres were required to settle 
their clearing differences by cheques on their a/cs. 
with the Reserve Bank. Under sec. 58 (p) of the 
R.B. Act the Bank has been empowered to frame 
rules to regulate the clearing houses for the sche- 
duled banks ; but so far the Bank has not framed 
any regulations although it manages the clearing 
houses at Bombay, Delhi, Madras, Rangoon, 
Lahore, Karachi and Cawnpore on behalf of the 
clearing banks there. They are still autonomous 
institutions. In Calcutta the supervisor appointed 
by the General Comroutee of the Clearing Banks' 
Association conducts the clearing. 

There are 20 Clearing Houses at present in 
India eight of which are managed by the Reserve 
Bank of India and Its Agent, the Imperial Bank, 
at the offices and branches of the Reserve Bank 
at Bombay, Calcutta, Cawnpore, Delhi, Kaxachi, 
LahotCi Madras and Rangoon. The remaining 12 
are managed by the Imperial Bank at Ahmedabad, 
Amritsar, Calicut, Coimbatore, Colombo, Lucknow, 
Madura, Mangalore, Nagpur, Simla, Allahabad, 
and Patna, and it has set up more houses at 
Rawalpindi and Peshawar. Where there is 
no clearing house the inter-bank balances ace 
settled through cheques on the Imperial Bank. 
These two banks between them provide the 
necessary staff and supervision. 

The member banks consist of all the Exchange 
Banks, the Imperial Bank, and the scheduled joint 
stock banks, all of which maintain accounts with 
aYie Reserve Ban's or the imperia’i Ban'ic 5oc 
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settling the Clearing Hoose balances. A bank can 
become a member only with the consent of the f 
of existing members and after a careful scratiny 
of its B/S by an expert committee of the member 
banks. In some clearing bouses, the would'be 
member of the organisation is required to have a 
minimum paid-up capital and reserves. All clear- 
ing houses have their own rules for admission of 
members, for the conduct of clearing as to hours, 
manner of settling debit and credit balances and 
dealing with dishonoured cheques etc. Every 
day at the fixed time the representatives of the 
member banks attend tbe clearing office at the 
Reserve Bank or the Imperial Bank and exchange 
their claims and counterclaims and strike balances 
which are settled through the Clearing House of 
the ‘settling bank’ by making book entries in the 
way explained above. Only cheques payable 
locally are cleared at these bouses. 

Advantages : — The Clearing House System 
simplifies and facilitates tbe daily settiement and 
exchange of debits and credits of tbe member 
banks as well as of non-member banks which want 
to take tbe facilities offered by the system. By 
off-setting the mutual obligations of banks znter ss 
it effects economy in tbe use of cash or money to 
the utmost extent possible. It reduces appreciably 
the amount of the cash reserves to be maintained 
by every bank to meet its demand obligations and 
thus creates a farther economy of cash. This 
economy of cash and the use of deposit currency 
tend to develop trade and commerce by relieving 
monetary deficiency or stringency to a great 
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extent. It increases manifold the benefit of credit 
economy by facilitating the cancellation of inter- 
bank obligations and plays an important part in 
the financial organisation of a country. 

It stimulates the growth of the cheque habit 
in a country and the deposits of its banks; and by 
reducing the pressure on the cash resources of the 
banks and increasing their deposits, the Clearing 
House system enables the banks to give larger and 
cheaper credit to tbeir customers. 

The following figures of the Clearing House 
Returns at the eight offices and branches of the 
Reserve Bank of India show the total amounts of 
cheques cleared each year. 


(in LaJehs of Rupee^ 

Period Total Amounts 


l^Aprtl to Marchy 

1935-36 

... 18,43,35 

1936-37 

... 19,31,66 

1937-3S 

... 20,51,12 

1938-39 

.... 20,03 20 

1939-40 

« 23,50.46 

1940-41 

... 21,91 ,24 

1941-42 

... 27,75,49* 

1942-43 

29,79,09 

1943-44 

... 45,79,22 


*Exe]tiitng Rangoon fttntt F^mtarg 1942. 
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To popularise the use of cheques in India 
more facilities should be given to private firms in 
tip-country centres and registered private firms to 
clear their cheques. To obtain economies in the 
use of cash the cheque system should be more 
energetically developed. To popularise the use of 
cheques, they should be written like pass books 
and receipts m the local vernacular; withdrawals 
from post offices and payment of land revenue, 
taxes and rates should be done through cheques; 
rates of exchange on the up-country cheques should 
be lowered by the Imperial Bank and the co- 
operative banks and joint stock banks should per- 
mit the withdrawal of Savings Banks deposits by 
cheques. 


CHAPTER XXI 

Liability of a Payiog aod Collection Banker 

If a barker pays a cheque tn due course he 
is entitled to debit the account of the customer 
with the amount of the cheque. If the banker 
pays a cheque bearing a forged signature of the 
drawer, or against the mandate of the drawer> be 
cannot debit the amount to the customer except 
in special circumstaHces. Even if a cheque beats 
a forged signature, or an an-authorised signature, 
the account of the customec can be debited, if the 
banker can show that the customer by his conduct 
or actions has misled him Ranker) to pay a cheque 
which otherwise would have been dishonoured, of 
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on getting a notice of the forgery the customer 
keeps quiet and does not warn the banker, or the 
customer has induced the banker to think that the 
signature was genuine. f/6y an act of otnt'sston 
OY commission of the customer the hanker sufers 
a loss ret forgery i then the customer is prevented 
from denying that the forged signature is his 
signature. But if the banker does not suffer any 
direct injury or loss this rule will not apply. 
Similarly, if the customer ratifies an un-authorised 
signature of his agent, or does not object to the 
debiting of his account with cheques drawn by 
an unauthorised agent, his account can be debited 
with cheques bearing un-authorised signatures. 
And when a banker is unable to debit his customer’s 
account with cheques bearing forged or un>autbo> 
rised signatures of his customer, he can proceed 
against the last payee getting the amount from the 
bank to get a refund of the money, provided that 
such a last payee is not a holder in due course, 
t.e., has obtained it through forgery or acted 
without good faith. If the person getting the 
payment is a holder in doe course he can recover 
the amount only if be makes a demand for repay- 
ment within a reasonable time and before any 
detriment to the position of such a person. The 
same rule applies in case of lelurn of cheques, 
bearing forged signature®, and presented through 
clearing to the collectirg tonUer;if such cheques 
are returned after the stipulated lime allowed by 
bankers, the loss will fall upon the pa>ing banker, 
if the customer’s account cannot be debited. 

TTximaf.xx(’.ed *.o/3Jl/sxial tchici*. arc 
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apparent also preclude a hanker from dehiting the 
customer with such cheques’, but, tf the alterations 
of the amount are not apparent, the hanker will 
not he liable '"'‘if ike customer hy his negligence in 
drawing ike cheque had facilitated the alteration.*^ 
In the London Joint Stock Bank vs. Mac-Millan 
and Arthur. Lord Findlay said. ‘‘ A cheque 
drawn by the customer rs in point of law a man* 
date to the banker to , pay the amount according 
to the tenor of the cheque. It is beyond dispute 
that the customer is bound to exercise reasonable 
care to prevent the banker being misled. If he 
draws the cheque in a manner which facilitates 
fraud, be is guilty of a breach of duty between 
himself and the banker, and be will be responsible 
to the bauker for any loss sustained by the banker 
as a natural and direct consequence of this breach 

of duty 2'he customer is hound to 

take usual and proper precautions to prevent 
forgery" 

In India the Negotiable In^ruments AtA 1S81 
protects hankers in payment of materially altered 
cheques if the alteration^ are not apparent, and 
the cheques are paid according to their apparent 
tenors, m good faith and without negligence 
in 'iue course. 

Statutory Protedton'* Both the Negotiable 
Instruments Act 1881 in India and the Bills of 
Exchange Act 1881 in England provide for the 
protection of the paying bmker in case of forged 
indorsements on cheques. It is thooght, and 
thought rightly, that it is humanly impossible for 
a banker to know and recognise the signatures of 
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hundreds of men on all cheqaes passing through 
his hands, and therefore, if he exercises reasonable 
care in paying cheques with regard to indorsements, 
pays them in good faUh and »n the ordinary coarse 
oi business, he is icee from liability to the customer 
for forged indorsements on cheques. Inspite of 
this statutory protection the banker most exercise 
<lae diligence and carein examining all indorsements 
on ch&gues payable to order before making their 
payment. 

With regard to crossed chequeSt the banker 
is required to pay them through any bank or 
tbroagb a specified bank, a failure to do which 
will make him liable to the true owners thereof 
for losses sustained by them. Moreover, if a cheque 
IS crossed to more than one bank, the banker 
should refuse to pay it, else be incurs a liability. 
But, if a banker pays a cheque bearing a non- 
apparent or obliterated crossing m good faith and 
without negligence to anybody other than a bank 
or a speciSed bank, the payment is valid against 
the claims of a true owner or even against the 
drawer. The same is true in case of un*authorised 
alterations or additions to crossing which are not 
apparent. To conclode then, the paying hanker 
is protected against forged indorsements on 
uncrossei order cheques, if he pays in good faith 
and »n the ordinary course of business ; and on 
crossed cheques, 1 / he pays in pood faith, tcitbout 
negUgence^ in the ordinary course of Susi’ness 
according to the crossing. According to the Indian 
Negotiable Instruments Act 1881, as amended in 
1934, ^‘where a cheque paj'able to order purparts 
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to be endorsed by, or on behalf of, the payee, the 
drawee is discharged by payment in dae coarse.’^ 
And according to sec. 128, '‘Where the banker 
on whom a crossed cheque is drawn has paid the 
same in due course, the banker paying the cheque 
and (in case such cbeqoe has come to the bands 
of the payee) the drawer thereof shall respectively 
be entitled to the same rights, and be placed in 
the same position in all respects, as they would 
respectively be entitled to and placed in, if the 
amount of the cheque had been paid to and 
received by the true owner thereof''. 

The oUigation of a hanktr to pay ehegues does 
not extend to domiciled hilh i. e, bilJs accepted 
by a customer and made payable at his bank, 
provided that, if a banker has paid such bills for 
a long period, he cannot refuse to honour them 
without giving a reasonable notice to his customer. 

A collecting hanker is one who collects 
cheques, bills etc. on behalf of his customers or 
another banker. He *$ an agent for h-s prxnoiyal 
in thin respect and therefore he incurs a personal 
liahility if he does not observe the duties of a duly 
authorised agent. He will be responsible to his 
customer for any loss or damage caused to the 
former on account of any omission oclack of care, 
skill and diligence in the discharge of his duties as 
a collecting agent. If he fads to present a cheque 
within reasonable time, or to present a bill at a 
specified place, he will have to compensate the 
customer for loss. In collecting uncrossed hearer 
or order cheques for a customer the hanger, is not 
protected hy law. The collecting banker incurs 
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the lidbUity for converting the goods^ which 
include hilhi cheques and pronotes, to the true 
oimer, if open cheques bear forged indorsementSf 
or the t%tle of the customer is defective ; unless he 
can satisfy the court that he has acted in good 
faith and without negligence^ and that the cheque 
was a crossed cheque. In open cheques, therefore, 
the collecting hanher occupies the position of a 
mere holder for value, and his title is as good or 
had as that of the customer for whom he collects. 
In case of a forged indorsement, however, the 
collecting hanker can recover the amount from 
the indorsers who indorsed the open ch&lue after- 
the forgery was committed. According to Sir 
John Paget, “apart from the question of forged 
indorseTnent, if the customer has either no title to 
the cheque or his title is defective, the banker is a 
holder in due course with good independent title 
against all the prior parties on the cheque.*’ But, 
while collecting cheques for his customers, the 
banker is only acting as an agent, has no better 
title than that of his principals, and therefore, he 
cannot claim the privileges of a holder for value. 

In crossed cheques, however, the collecting 
hanker gets a statutory protection and is not held 
lialde for conversion provided he acts in good 
faith and without negligence- According to Sec.l3l 
of the Indian Nego'i b’e Innruments Act 1881 ‘‘A 
banker who hasingood faith and without negligence 
received payment for a customer of a cheque 
crossed generally or specially to himself shall nor 
in case the title to the cheque proves defective, 
incur any liability to the true owner of the 
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■cheque by reason on]y of having received such 
payment/’ “A banker receives payment of a 
crossed cheque for a customer within the meaning 
of this section notwithstanding that be credits 
his customer’s account with the amount of the 
cheque before receiving payment thereof. To 
^et this statutory protection, ths die<lue mud 
ie crossed and must not bear a forged signature 
of the drawer ; the hanl^er must act only as 
an agent and not as a principal ; he must 
collect the cheques only for his customers ; and 
finally, he must receive the payment in good 
faith and without negligence. Failure to open 
accounts with satisfactory references, or to verify 
endorsements etc,, constitute acts of negligence. 
This statutory protection, however, does not extend 
fo bills of exchange in collecting which the 
bankers must exercise due care and diligence 
to avoid liability. 


CHAPTER XXII 

Present War and Indian Banking 
When the present total war started on 3rd 
September 1939, the Indian Banking System was 
a congeries of uncoordinated, small, independent 
units. Except the few scheduled banks and 
CD*operative apes banks, and a few smaller banks 
and indigenous bankers oo the approved list of the 
Reserve Bank of India, all others were outside its 
purview^ cocCroJ sod eegalstho. li iras not so 
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organic system and lacked coherence. The Im* 
perial Bank enjoyed a monopolistic and privileged 
position and the Exchange Banks ivere entirely 
independent of the Reserve Bank. The war has 
affected our banking system in a number of ways 
and has brought some important changes in banking 
resources, the structure of bank balance sheets, 
and the methods of employment of funds. There 
has been a mushroom growth in the number of banks 
and their branches, and to control this indiscriminate 
Botatton of banks and opening of branches, not in 
new areas, bat multiplying them in the localities 
where branches of banks already exist, the Govern- 
ment has to intervene by passing Capital Issues 
Control Order to regulate the capital structure of 
new banks and to limit the scops of managing 
agencies in banking. “The considerable develop- 
ment that has taken place in recent years m 
banking, especially the rapid growth cf banking 
resources and of the number of banks and branches’’ 
has led to the introduction of a Draft Bill in the 
Legislature by the Government in November 1944 
to provide for a separate banking legislation to 
assist and regulate the growth of banking on 
healthy lines, to protect the depositors and increase 
the capacity and efficiency of the banks to foster 
the trade and commerce of the country. These ob- 
jects are very laudable indeed but care should be 
taken to see that no obnoxiousand cumbrous restric- 
tions are imposed and very highstandards laid down, 
which may check the growth and expinsion of 
banking and credit in a backward country like ours. 

The immediate effect of the war 'was panic 
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a welcome increase in the liquidity preference of 
the public. The demand deposits which stood 
at, Rs. 134 ctoies on 1st September 1939 lose to 
Rs. 500*8 crores on 3lst December 1943, while 
the time liabilities in the same period increased 
from Rs. 102 crores to Rs. 157 crores. The pro- 
portion of demand liabilities to total liabilities 
improved from 56 to 76^, while that of the time 
deposits fell from 44 to 24%. By July 1944 the 
time deposits rose to Rs. 186 crores i.e. an increase 
of 80^, while the demand deposits rose by Rs. 445 
crores to Rs. 578 crores i.e. an increase of about 
430%. In 1943-44 while the net increase in demand 
liabilities was nearly the same as m previous years 
the net increase m the time deposits was nearly 
double. A difference of Rs. 151 crores in the 
demand deposits occurred within 26tb June 1942 
and 25th June 1943. This shows the close relation 
between espansion of note issue and the enormous 
expansion in the volume of deposits, which is 
^‘merely the counterpart of monetary inflation.” 
This tendency is feasible in other countries also. 
Expansion of bank credit has been determined 
during the war by inflation and the presence or 
absence of cheque habit, Upto March 1941 the 
expansion of deposits was very little but there- 
after wnh the mounting spiral of currency inflation 
the demand deposits rose very sharply. Between 
September 1939 and August 11, 1944 bank deposits 
rose by Rs. 528 crores while the note issue increas- 
ed by Rs. 727 crores. The rale of increase daring 
the last fifteen months of the period under review 
had been about Rs. 16 crores per month. The 
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increase in deposits has not been commensacate 
with the increase in note circulation. 

Does tbjs enormous expansion in the volume 
of demand deposits, showing liquidity preference 
of the public warrant anincreased state of liquidity 
in the structure of the assets of the banks ? There 
IS an improvement m the liquidity position of the 
banks which is borne out by the remarkable changes 
in the structure of the assets and liabilities of the 
banks. Broadly speaking the volume of cash 
VIZ. cash in hand and with the Reserve Bank has 
shown a rising trend excepting temporary falls m 
the busy season. The balances of the scheduled 
banks with the Reserve Bank increased from 
Rs. 25 ciores on 1st September 1939 to Rs. 89 
ctores on 31st Dec. 1943 ».e. an improvement of 
3^ times. It IS the easy money conduions caused 
by heavy inflation which explains the large cash 
balances with the Reserve Bank. Very few banks 
have approached the Reserve Bank for financial 
accommodation. The cash holdings of the scheduled 
banks increased from Rs. 7*08 crores in 1939*40 
to Rs. 20’57 ctores m 1943*44, while their balances 
with the Reserve Bank increased from Rs. 17*43 
crores to Rs. 63*63 crores. 

For the first nine months of 1943-44, there 
was an appreciable rise in cash holdings and 
balances, but, with a gradual decline thereafter, the 
proportion of these to the total liabilities was less 
than at any tune since June 1940. The anti-infla- 
tionary drive of the Government seems to have 
affected them appreciably. Together they stood 
at Rs. 24*51 crores at the eve of the war and by 
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1944 they stood at Rs. 112 crores, registering an 
increase of 300%, The proportion of cash to 
deposits, which stood at 10% at the eve of the war, 
rose to its peak of 16,73% in 1942-43 and then 
dropped to 14*05% in 1943-44. Bat it is the 
proportion and not the volume which has tended 
to decline. The increase m cash has been more 
than pccportional to the increase in liabilities even 
in the last two years of rapid growth of deposits, and 
on a/c of inflation and high liquidity in the money 
market, the banks have met ah needs for cash and 
been able to maintain highly fluid position. Bar- 
ring the seasonal variations and the first nine 
months of the war, the proportion of cash to 
deposits has always been more than 12%. If the 
monthly retorns are taken into consideration, the 
peak was reached in November 1940 at 21’16% 
and the ebb in April 1943 at 12*17%. The annual 
average of 16*66% m 1940-41, of 14*51% in 
1941-42, of 16'7S% in 1942-43 and of 14-05% in 
1943-44 compares favomably with the prewar 
average for three years of 12’16%. Even the lowest 
percentage daring the war in April 1943 is higher 
than this prewar average. 

The' most noticeable feature of the war time 
changes in the structure of bank balance sheets 
IS the steady and substantial rise in the volume of 
advances and bills discounted, maintained even 
during the slack season for trade demands for the 
year 1943-44. The seasonal variations, changes 
in business and trade, war time panicky develop- 
ments and controls have been powerful factors in 
determining iheir volume and proportion to the 
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on bank finance which is at present placed by 
trade and industry generally. However, it should 
be borne in mind that excepting the period from 
May 1942 to January 1943 the volume of advancei 
and bills discounted has never fallen below the pre- 
war figure of Rs, 112 crores which is in Sharp 
contrast to the British banks which have been 
suffering grave contraction of advances even from 
the prewar period. But this absolute expansion 
in the volume of advances and bills has been 
accompanied with a relative decline in their pro- 
portional importance in the banks’ balance sheets. 
The percentage of advances and bills to the depo< 
sits fell from 53'5S% in 1939'40 to 46'86% in 
1940.41, to 39-23 in 1941-42, to 23‘83% in 
1942-43 and rose slightly to 26*98 m 1943-44. 
It can not be expected that they would rise to more 
than 50% of the deposits in future. The ban on 
speculative loans on the security of bullion and 
produce does not seem to have contracted the 
volume of advances. 

Another notable feature has been a substantial 
increase in investments mainly Government short 
and long term bonds or gik-edged securities. Tns 
bulk of the overseas and demesne trade is now 
being handled by the Government themssivesj and 
consequently, the role which banks used to phy 
in the matter of financing the traders has b-en 
shifted to the bacL-gtound. The problem before 
Indian banks tooay is not one of netting in deposits 
but of finding remunerative outlets consistent with 
safety for employment of their funds. In the 
absence of suitable avenues the banks have to put 
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in their funds in Governroent securities the interest 
from Tfhicb forms an important source of income 
The normal channels of employment are closed 
and cash credits have declined in their demand. 
The loss of overseas markets in Europe and Japan 
etc., exchange control and restrictions on exports and 
imports, price control and transport difficulties 
have curtailed the movement of produce and the 
holding of stocks requiring financial accommoda- 
tions from banks. Moreover, individuals and firms 
enjoy a high degree of liquidity and finance them- 
selves, The Government also advance materials 
to war contractors. The delay m assessing EP.X. 
left firms with surplus funds and reduced the 
demand for loans. The fioiaiion of irar loans 
and bonds and defence certificates etc.i compulsory 
saving drive schemesof theProvincial Governments, 
and restrictions on commercial investments, have 
also resulted m increased investments m Govern- 
ment or gilt-sdged secomies. The scheduled banks 
are now keeping about 60 % of their as'seis in 
Government secorilies and ibe Imperial Bank has 
an even higher percentage. Therefore the banks 
ate inUcested in keeping low rates of interest and 
cheap money conditions, because a rise in the 
interest rates will entail heavy losses through 
capita! depreciation. The loss in advances has 
been taken by investments. 

The capital and reserves of the banks have not 
increased as fast as their deposits and investments 
and their prcpotticn to total liabilities has declined. 
The proportion of capital resources to deposits 
in the case of Imperial Bank has declined from 
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12*8% to 5’3% between 1939 and 1943, of the 
scheduled banks from I0’8j^ to 5% and of the big 
five from 9 3% to 5*43^. Since 1943 with the 
coming into force of legislation regarding capital 
and reserves, and the Capital Issues Control Order, 
there has been an increase in the capital resources 
of the banks, but, as compared by the proportion 
of the increase m deposits, it is negligible. 

By far the most outstanding feature of the wap 
has been the flotation of a large numberof new banks 
with large capital resources and the opening of a 
oumbgr of branches by the old as well as the new 
banks espsciaily in areas not previously served 
by the joint stock banks. Many smaUec banks, 
hitherto not included in the second schedule of 
the Reserve Bank, have also strengthened their 
capital structure. Therefore the number of 
scheduled banks increased from 55 m Decembet 
1939 to 76 in June 1944. Further 879 new branches 
have been opened, and although many of them are 
serving in places already provided with banking 
facilities, nearly 136 towns have been served by 
branches of banks for the first time. The number 
of offices of the scheduled banks which stood at 
1328 in June 1939 rose to 2143 by June 1944 and 
to 2207 by September 1944. Out of this the 
Imperial Bank had 413 by September 1944, about 
1/3 of the total number increased belong to the 
big five and 2/3 to the rest. These figures do not 
include the branches and offices of the Smalley 
non scheduled banks which have showna spscial ten. 
dency to expand, and, taking them into account, tht 
growth m numbers has been very sapid during the 
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war. Such mnsfaroom growth of banking mast 
be cautioned against in organisation and manage* 
menl ; in view of the post war difficaUies and 
disturbances to the economy of the country. In 
a country where banking habit is still undeve- 
loped and the public is so unedacated and non- 
vigilant, restrictions and checks on mushroom 
growth of banking ate imperatively necessary. 
Therefore the Government m May 1943 promul- 
gated the Capital Issues Control Order under the 
D. I. R,, prohibiting the flotation of new companies, 
issue and public offering of shares, stocks, bonds, 
ana debentures except with the sanction of the 
Central Government, amended the Section 277 
of the Indian Companies Act to require the banks 
to comply with law, to control the capital structure 
of banks and limit the scope of managing agencies* 
They have also introduced a bill for banking 
legislation in November 1944 which is in circula- 
tion for eliciting public opinion. War time banking 
has been stringently controlled in all the countries 
of the world, and tbe need of control and regula- 
tion IS greater in our country, where the Govern- 
ment has neglected bankiog for such a long time. 
The war has provided a splendid op porlanity for 
It, and it is hoped that before long there would 
be an independent Bank Act. Among the big 
five the Punjab National Bank increased its offices 
from 66 in December 1939 to 139, the Central Bank 
from 114 to 230 by Jane 1944 but, it is the new 
Bharat Bank Started in 1942, which has register^ 
most phenomenal increase in its offices from 6 in 
1942 to 186 by Match 1944, 
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Sections 277 F to 277 N of the Indian Companini 
Act, 1936, Relating to Banking Companies 

277 F. Definition, of a banking company ’< A binlc* 
iog company means a company which carries on tis 
its principal basioess* ttic accepting o£ deposits ot 
money on current acconnts or otherwise, sobject to 
withdrawal by clieque, draft or order, notwithstanding 
that it engages m addition m any one or more of 
the following forms of bosiness, namely (1) llie borrow* 
log, raising or taking up of money, the lending or 
advaacing ol money either opon or wjthont eoonrity • 
the drawing, making, accepting, discoanttog, haying, 
selling, collecting and deahog ia bills of exchinge, 
hoondis, promissory notes, coopons, drafts, bills of 
lading, railway receipts, debeatoces, certificates, 


d^cult’j having arisen as to jntaUer companies tc^rt^er 
totlhtn the termi of this definition they are (an^in^ compantet 
or not, the Government of Indta,on the recommendation of the 
Reserve Bank, tntrodueed a Ml on I4th Sep '42 to amend the 
section so as to oblige such nan^chsduled banks to tnaintain a 
minimum cash reserve To achieve thss end the bill proviln 
that any company which uses as part of its name the word 
'bank' 'banking' or 'banker sbalt be deemed to be a banking 
company irrespecltce of whether the business of accepting 
posits of money on current aceoisnC or ot^riefse subject to teti. 
draiBoX by cheque, draft or order tt. it* principal business 
not. The bill came into fores from ist Nav, 1942. 



fcrips ^nud other iDslrnnients, and seoarities whether 
transferable or negotiable or not, the granting and 
issmng o£ letters of credit, travellers’ cheqnes and 
circular notes; the bnjing, selling and dealing in 
bullion or foreign excLaoge ioclnding foreign bank 
notes ; tfia acquiring, bolding issuing on commission, 
under-writing and dealing io stock, fnade, shares, 
debentures, debenture stock, bonds, obligations, 
secutitiea and investmeuta of all kmds ; tbe purchasing 
and selling of bonds, scrips or other forms of secan- 
ties on belialf of constituents or others > the nego 
tiating of loans and advances ; tbe receiving of all 
kinds of bouds, scrips or valuables ou deposit, or for 
safe custody or otherwise ; tbe collecting ond transmit^ 
ting of money and seonrjties; (3) acting as agents for 
G-overmnents or local authorities or for any other 
person or persons, tbe carrying on of agency bastaess 
of any description other thaa tiie bcsiness of a manage 
tag agent, including the power to act as attorneys 
and to give discharges aod receipts ; (B) contracting 
for public and private loans and negotiating and 
issuing the same ; (4) the promoting, effecting, 
insuring, guaranteeing, ooderwriting, participating ia 
managing and carrying out of any issue, public or 
private, of State, Mnoicipal or other ' loans or of 
shares, stock, debentures, or debenture stock of any 
company, corporation or associatioa and lending of 
money for tbe purpose of any such issue ; (5) carrying 
on and transactiog every kind of guarantee and iudem* 
nity business ; (6) promoting or financing or assisting 
in promoting or fioanciog any business undertikiog 
or industry, either existing or new, and developing or 
forming the same either through tbe instrumentality 
of syndicates or otherwise ; (7) acquisition by purchase, 
lease, exchange, hire or otherwise of any property 
immovable or movable and any rights or privileges 
which tbe company may tbiok necessary or conveuient 



to acquire or tbe acqnisilioD oE wbicb in the opinioo oE 
the cotni'any is likely to {acilttate the realisation of 
any securities held by the company or to prevent or 
diminish any apprehended loss or liability ; (8) manage 
ing, selling and realising all property movable and 
immovable vsbicb may come into the possession of 
the company in satisfaction or part satisfaction of any 
of its claims ; (9) acquiring and bolding and geoeralty 
dealing with any property and any right, title or 
interest in any property movable or immovable 
wliicb may form part of the security for any loans or 
advance or which may be connected with any such 
security ; (10) undertaking and executing trusts j (11) 
unileitalviug the administraiioo of estates as exeentor, 
trnstee or otherwise ; (12) taking or otherwise acquir- 
ing and holding shares m any other company having 
objects similar to those of the company ; (Id) e«(ablixh- 
ing and supporting or aiding in the establishment 
and supporr of association*, mstitutioaX| funds, tra<ts, 
and conveniences calcntated to benefit employees or 
ex-employees of tbe company or otter dependents or 
connections of such persons ; granting pensions and 
sillowanc*-s and making payments towirds insuranca • 
subscribing to or gnaraoteeiog moueys for charitable 
or benevolent objects or for any exhibition or for any 
public, general or useful object ; (14) tbe acquisition, 
coo«trnction, maintenance and alteration on any 
building or works necessary or convenient for tbe 
purposes of the company ; (15) selling, improvinf’, 
managing, developing, exchanging, leasing, mortgaging, 
dispO'ing of or turning into occonnt or otherwise 
dealing with all or any part of the property and rights 
of the company ; (16) ocqairiog and undertaking the 
whole or any part of the business of any person or 
corupani, when such business is of a nature enumerated 
or described in this section; (17) doing ail such 
other things a* are incidental or conducive to the pro 
motion or advancement of the business of the company. 
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277 G. Limitation, of aettviUes of hanhng 
eo7)\^ar>y : (1) No company formed after the com« 
mencement of the Indian Companies ( Amendment ) 
Act, 1936, for the parposo of carrying on baainess as 
a baoLiDr; company or which osea a part of the name 
under which it proposes to carry ou buginess the word 
‘bank’ ‘banker’ or ‘banking* ehaJl be registered coder 
this Act, unless the memorandatn limits the object of 
the company to the carrying on of the business of 
nceeptirig deposits of money on correot account or other- 
wise subject to witbdrawaJ by cbeqoe, draft or otherwise 
along with some or all of the forms of bosmess speci- 
fied m section 277 F- (2) No banking company 
whether incorporated in or oslside British India shall 

after the expiry of two years from the comiDenceineQt 
of the said Act carry on any form of bosmess other 
than those specified in section 277 F ; provided that 
the GoTerDor-General‘iQ*Connc}l may, by ootiScation 
in liie Gazette of India, specify in addition to the bast" 
ness set forth m clanses (1) to (17) of section 277 F 
other forms of bnsioess which it may be hiwfal under 
this section for a banking company to engage in. 

277 H. Bankino company mt to employ martag- 
tnp agent : No banking company shall after the expiry 
of two years from the commencement of the Indian 
Companies ( Amendmeol ) Act, 1936, employ or bo 
managed by a managing agent other than a banking 
company for the management of the company. 

277 I. RestricUtm of commenctment of hasintis 
hy banhng company : Notwithaiandiog any thing 
contained in section 103 no banking company Incorpo- 
rated under this Act after the commencement of the 
Indian Companies ( Ameodmeat ) Act, 1936, shall 
commence business, aniess shares have been allotted 
to an amount sufficient to yield a sum of at least fifty 
thousand ropees as working capital and nulesa a decla- 
ration duly verified by an affidavit sigued by the 



directors and tba manager that snch a snm has been 
receWed by way o£ paid-np capital has been filed with 
the legiatiar. 

277 J. ProhthUton of charge on unpaid capital : 
No banking company shall create any charge upon any 
tinpatd capital o£ the company, and any snch charge 
shall be invalid. 

277 K. Reserve Pund. (1) E^ery banking com* 
pany shall, alter the commencement o£ the Indian Com* 
paniea ( Amendment ) Act, 1936, maintain a reserve 
land, (2) Every banking company shall, out o£ the 
declared profits o£ each year, and before any dividend 
ta declared, transfer a earn eqaivalent to not less than 
twenty per cent of eoch profits to the reserve fond 
notii the amoQQt of the eaid fond is equal to the 
pald'op capital (3) A banking company shall invest 
the amonnt standing to the credit of its reserve fond 
IQ Government securities or in securities inentioiidd 
or referred to in section 20 of the Indian Trasts 
Act, 1S$2, or keep deposited in a special accoant 
to be opened by the company for the purpose in a 
scheduled bank as defined in cUnse (e) of section 
(2) ot the Reserve Bank of India Act, 1934 i pcofidad 
tbdt the provision of tlio snb'section shall not apply 
to a banking company incorporated biEore the com* 
mencemenc of the Indian Oompanies ( Amendment ) 
Act, 1936, till after tbe expiry of two years from the 
commencement of tbe said Act. 

277 h. Cash Reserve: (1) Every banking company 
shall maintain by way of cash reserve m cash a snm 
equivalent to at least one and a half per C'lnt of the time 
liabilities and five per cent of the demand liabilities of snch 
company and shall file with the Registrar before the tenth 
Jay of every mouth a statement of the amount so beld on 
the Friday of each week of the preceding month with 



particulars ot the time demand liabilities ot each 
each day. (2) For the parposee of sobsection, (1) 
'demand liabilities’ means liabilities ^hicb must be met 
on demand, and time liabilities wbiob are not demand 
liabilities. (3)Notbiag in this section or in section 277 S. 
Ehall apply to a ecbedoled bank as defined ia clause 
(e) of section 2 o£ the Beserve Bank o£ India Act, 193i 
(4) Jf default is made io complying with the require- 
ments of section 277 G., seclioB 277 H,, section 277 J,i 
section 277 K. or section 277 M. or witb the requirements 
of the section as to the maintenance of a cash reserve, 
STerj director or other officer of the company who is 
knowingly and wilfully a parly to the default shall be 
liable to a fine not exceeding five hondred rupees for 
every day during which the default contioues, and if 
default is made in complying with tbs requirements of 
this section as to the hSiDg of the statement referred to 
in sob-fection (1), to a fine not exceeding one hundred 
rupees for every day during which the default continues 

277 M. J?eslrulian on nalvro of suhtidtary comparins 
A banking company tball not form or hold shares in 
any subsidiary company except a subsidiary company 
of its own formed for tbo purpose of nndertakiog and 
execntiDg troste, undertakiog the administration of 
estates as executor, trustee or otherwise and socb pur- 
poses set forth lo section 277 F. as are incidental to 
the business or accepting deposits of money on current 
account or otherwise. 

277 N. Pourr of ecvri to stay proeetdinfft t (1) Tb® 
Court may on the opplicatioo of a banking company 
which Is bmporariiy onible to meet its obligations make 
nn order staying the ccmmencement or oontininnce of all 
sections and proceeding# agamsi the company for a fixed 
period of time on steb terms and conditions as it shall 
think fit and proper and may from time to time extend 



the period. (2) No snob applicattoa shall be raaintaio- 
able nnlees accompanied by a report of the Registrar : 
provided boVBever, the Coart may, for sufficient reasons, 
grant laterim relief, even if the atiplication is nut accom* 
panied by such report. (^3) The Be^istrar sliall for the 
purposes of his report be entitled at the cost of the 
company to investigate tbe financial conditions of the 
company and for such purpose to have tbe books and tho 
docnments of fhe company examined by an accountant 
bolding a certificate psned nnder section 144. 

Proposals for an Indian Bonk Act by 
the Reserve Baok of IndUt 1939 
For many years Indian pnblic opinion has been 
insistent on the framing of a comprebensive banking 
legislation to regulate and assist tbe development o£ 
banking on henltby lines and to prevent heavy bank 
mortality caused by mismanagement, inexperience and 
specalitlve tendencies of tbe bank mao'igers The C.B 1 
Committee in 1929 bad tecomtnecded that after five 
years of its coming into exi«t>'nce the Reserve Bank of 
India sbonld formnlate a scheme for Banking Legislation 
and Regulation. In pnrsuance of this recommendatioo 
and to remove considerable difficnlties of interpretation 
of the defiaitioQ of Banking ta case of very small insti* 
tntions, to differentiate between the larger and ther^smal- 
ler banks, to amplify tbe penal canses of the Indian 
Companies Act 1936, and to provide for more deterrent 
penalties in the inteie*ts of the depositor* and for it to 
impo«e certain minimuai restrictions on capital strocinre 
of banks and their inTe'tmeot*, and to compel them to 
mamtain a reasonable liqnid position, provide adequate 
reserves and expedite hgnidation proceedings, tbe Bank 
submitted its proposals to the form of a Draft Bill in 
Nov. 1939 for circnhation and eliciting of public opinion 
together with an e.xplanatory memorandam. 



Co-operative backs are exempted fromthe operations of 
tha proposed Act whtch is to applj to the whole of 
British ladia ioclailm^ BalachiStao and the Santhal 
Parganas. Fart I of the bill definesbankiog and banking 
'Companies to remove the difficulties of interpretation oansed 
by Seo 277 P of the I Co, Act. It defines banking as 
*‘the accepting of deposits on cntceot a/o or otherwise 
subject to withdrawal by cheque." Part II define^ the 
-extent of business of a banking company which me ms a 
company with ‘bank’ or ‘banker’ as part of its name and 
■which does the banking bnainess. Sec. 277 I. prescribes 
and regnUtes the paid op capital of banks incorporated 
after J5th January 1937 only, and leaves free all those 
established prior to that date and carrying on business 
with pttjd npcipitih of lesstbao.Rs 50,000, Moreover, the 
muiimnm limit of Rs. 50,000 Is too iow and the posi* 
■tioo worsens when a bank with so low capital starts a 
branch ta a large city only to attract deposit at higher 
lateregcs. To remove such weaklings aud to minimise 
the chances of bank faiinres, tbe Bill provides a mini* 
Eanai paid up capital of Its. 1 l.akh before a banking com' 
pany can commence bnsiness - for Bombay and Calcutta 
tfae.minimam should be Rs5 lakbs, and for places with a 
population of I lakh and over the mmicnam shoald be 
Bs 2 lakhs ; provided that no bank with a pdd up 
capital and reserve of less than Bs. 20 lakbs will be 
allowed to oper.vt© beyond the province or state in which 
it has its principal place of bostoess. All these will be 
subject to an overriding miniiBaai of Rs. 20 lakbs, 
Farther, to prevent the tendency among the banks to float 
a company with very large authorized oaptital and then to 
cocamecca business wicbout adequate capital being subs- 
•cribed »nd paid up, the Bill provides that 50 p. o of the 
authorijed capital should be subscribed, and 50 p. o. of 
the subscribed capital eboald bo paid up before the oom- 
ra encement of business by a bank. The O.B.I, 
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also made a similar recommeDdatlon and this is the propor- 
tion o£ the existing larger Indian joint stock banks. The 
bill proTided a time limit of 2 years for existing companies 
and suggested its enforcement for new companies by Jan. 
1, 1940. 

Tie draft proposal witk regard to the minimom share 
capital differentiates between smaller and larger places 
and prevents banks with meigre capital from opening 
branches to tap deposits at distant places, where the pnblia 
may be ignorant of their real position. 

Reserve Fnnd and Cish Reserve Secs. {277 J, 

277 K and 277 L may remain as they are, bnt the pro- 
viso to K sbonld be dropped and the penal danse in 211h 
may be transferred to a general penal olaore and mndo 
wider in scope. Tbe operation of K and L shonid be 
confined to noo'schedoled banks. The general reserve 
fnnd shonid be noencninbeted 

Minimom of hqoid assets:— 30 p. c. of the de- 
mand and time liabilities of tbe banks sbonld be held m 
liqoid assets— cash or trustee secorities exclnding immov- 
able property aud SO p c. of such secorities sbonld be 
each ns mature within 10 years. This miolmam shonid 
not be used as a secority for advances even by the Reserve 
Tank of lodia except m emergencies when the operation 
of the Act may be snspended for the time being for a 
limited period. 75 p. c of the British Indian li.ibilities 
should be kept by them in tbe form of a^et^ in British 
India— InduD sterling eecnritic'*, British Government se- 
cnrities matnring within 10 years and export sterling 
bills and export bills drawn lu India and expressed in 
non-sterling currency. 

277 M shonid remain in tect. Penalties for in- 
fractions of all tbe preceding eectioos together with the 
power to Reserve Bank to pnt a hanking Co. into liquida- 
tion, if it fails to bring its reserves nplo the prescribed 
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<}aot3 within a reasonable time, are provided. 

Elaborate provisions for liquidation in which 
tiie Cos. Act is most defective ate also proposed. 
No farther proposals for mdlgenoDS bankers are made.* 

Proposed Bankiog Legislation For India 

Aliboogb the Bank sobmitted its Draft Bill in 
November 1939 to tbe Government, yet the Government 
took five years to prepare the final draft and inttodooa 
the bill in the Legtslatore. The Draft Bill is based 
on tbe original propo«ais of the Ke'erve Bank. 
The new Bank Bill vf tbe Government gazetted on 
Nov, 18,1944 aims at consolidating and umeadtng the 
law relating to Banking Companies. It defines bankiag 
as tbe '’aoceptiog of deposits repayable on demand” and 
the banking company as a company which may be wonod 
Qp under the Indian Companies Act 1913 and which 
carries on the business of banking in British India. It 
leaves ont of its ambit tbe todigenons bankers and money 
lenders on tbe gronod of iropracticab/hty and complexity 
of the credit strocture and tbe regulation ot money 
leading by proviooial governinHuta U treats equally 
banks registered in United Kingdom or in British Indii 
and treats others as foreigu banks which oanuot be 
allowed to carry on tbe^bnsiaess of banking in British 
India without a licence. All tbe liceosed banks will 
have to keep a deposit with the Reserve Bank equivalent 
to the amount of their paid np capital and reserve in 
cash or m'approved Eecnnties or partly in one and partly 
in tbe other. The bill thus discriminates iovidioasly 
between British and Indian States banks or banks of 
neighbouring coantnes. The restriction of the bill to 
British India alone to tbe exclosion of Indian States is a 


*For a detailed stvdy to ik4 “Proposal* /or An 
Jndian Bank Act” by Rittrvt Bank of India 1939, 



retrograde proTiMon wlncU strikes at tbe very root o£ 
an alUndia comprefeeusWe bankmg system. Tlie 
failate o£ tlie Qailloa and Travancore Bank seems to 
hive had no effect on the framers of th« bill. This 
danse oE the hil! is therefore “politically obnoxioos and 
economically vioioas.” The bill farther prohibits a bank 
from engaging In trade of oadertakmg trade risks 
directly or indirectly and Erotnengaging managing agents 
participating in the profits of the company or on a salary 
disproportionate to the resources of the bank This 
claase seeks to avoid the heavy bank mortality doe to 
inefficient management and secures independent bank 
management. 

To eradicate the evils of the present day banking 
system, viz. over-concentration of banks in a few cities 
and towns and tbeir weak capital strnctare, the bill res> 
tricts the rights oE the hanks to commence bnsiuess after 
the expiry of two years from the commeocemeot of 
this Act, nnle'S their paid np capital nod reserves are 
one lakh of rupees in any case, of Re. 5 lakhs m 
Bombay or Calcutta, of rnpees two lakhs m other towns 
oE over a lakh oE population, of rnpeos 10,000 in places 
oE le<8 than one lakh population and oE rupees 20 lakbs 
in case oE batiks doing badness in more than one proriiice 
or having Its Head Office man Indian State. Such a 
provi'sion it is feared may lead to OTer-capitalisation and 
amalgamation with all ibnir concomitant evils More- 
over the bill debmtely discnorages the smaller banks 
winch oUer to the neeiN « £ the rtnill investors and favls 
to provide for an even distnbation of bankin<r facilities 
over the different parts of the coanfry. Snch small 
banks iiave been of grcil u<w to the small traders and they 
can with advantage be perintted to render services to a 
group of small villages. It puts the smaller banks in n 
suaighl jacket. The proposed link between capital 
strnciureaud popalstion is rather arbitrary and cumbrous. 
The banks in the Indian States have been QQnecessacily 
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specuUtiTe uudertalvings t^ie insistence on a 25 p c. 
liquidity of tlie total deposits is a poor safeguard to tbe 
df-posUors Tbe problem of liquidity of a«'ets should 
be linked ■with tiie inTeMments rather than jvith deposit? 

Fin.illy, the bill aims at restricting unsecured adronce? 
to bank directors and their concerns under them, because 
there has been a failure of many a hank lu tiie pa«t on 
account of indiscnminateadv.ancesto the directors and their 
concern®. The bill provides, therefore, that no banking 
company shall m-ike any loan or advance on the security 
of its own shares or grant nnsecured loans or advances 
to i*s director' or to 6tms or companies in which it or 
any of its directors is interested os partner, director, or 
managing agent U ba? been argued by critics that 
it would cbeck tbe development of commerce apd indu'trT 
by discriminating agim«t common directorate winch i® 
n special feature of tbe modero mdQs’rul development 
in ludia An absolate and auqualih>‘d restriction on 
common directorate would d»pme brnks of the service* 
of prominent and experienced loJustnul magnate® 
ns tbeir directors and tiier<rfore the bill seeks to regul its 
only un*ecured advances*. 

In fact the Bill h an«atisfactory and defective in 
m'lny respect* and shall not conduce to tbe deveiop- 
uieiit of Inrtiionious relations between the Redone Bank 
and other credit agencies tt fail* to provide for a regular 
control of banks to fl«sist the development of banking 
on healthy hoes a* was envisaged by the C.B I Committee. 
The iocluaion of bank* of iion-Indian Origin import* 
politics into the bill The flotation of a large number of 
binks with big capital* due to inflation since the present 
war and prior to the Capital Issues Control Order seems 
to have powerfully influenced the framers of tbe d^ft 
bill, which follows closely the original draft bill of tiie 


'Lt. L.C.Jain //iiiduiton Timr* “2ff.2-45.” 
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ReserTe Bank, except the prorislon for mootblf retnrn^ 
for inspeotioD and licensing of banks incorporated onUide 
British India or U.K. The C. B I Committee had also 
recommended granting of licences freely to existing banks 
hy tba Reserve Bank sod to foreign b»nks and (hat the 
opening of a branci) by an existing bank sbonld be snbjnet 
to the approval of the Reserve Bank This was to 
difConraga the muUiplieation of branches in big cities 
already provided With banking and credit facilities and 
to enConrnge their expansion m new areas. 

The regulation of branch banking and the prevention 
of over>trad)i)g by smaller banks can be better ncbieved 
by tbe institaiiuD of the system of licences as envisaged 
by the 0. B< 1. Cooicntttee and renewing them annnally. 
It wonld not only eecore the developmeni of healthy 
backing practice lot wonld also avoid wastefni compe* 
titlon and safegnard the interest of tlie depositors which 
seems to have actnnfed the framers of the bill in £xing 
sncb bighcapital limits with reference to nrea and popolo* 
tion without due regards to tbe volnme of business tran« 
sacted by tie vartcas institatioos The percentage of 
the liqoid assets to the total deposits has been reduced 
from 30 in the ongioai draft to in the Praft Bill 
This provision vrill also barm the smaller banks aod 
effect iidrereely tbe hnancing of small traders aod 
agricuUnrists. In view of the inadequate rediscount- 
ing facilities, undeveloped bill babil and absence of 
warehtiosing facilities, Uiis statutory liability might be 
resisted by the banks. It is better to £x a statntory 
maximnm aod minimnm percentage of liquidity in pro* 
portion to deposits and leave it to the Reserve Back 
to insist upon its maintenance. Inspection and audit 
ehonld be regnlarised aod done by independent anditors. 
The Bill fails to bnog witbia its ambit tbe Imperial Bank 
and tbe Exchange Banka; the former is to continno to 
e!quy'HTHUin/p0fctift.*4niiYrrvlft^id.ywti/vi.*rv‘b/t 'dyuyi'n. 



ot the ofher banks. It ts tbe smaller banks irbich nill be 
strangled and weeded oat by tfae powerfal and bigger 
banks. Tbe B'll tharefore shoald be snitably amended 
to enconrage the deralopment of harmonious relations 
between tbe central bank and others and growth of an 
organic system of sonnd and healthy banking comprising 
both British and Indian India The Reserve Bank shoold 
help the smaller banks to grow bigger by permitting them 
to increase their cspit'il and coatinne to play their im- 
portant role in the sgricaltnral economy of the coantrj. 
Becansa of its highly controversial natore and far-reaching 
Bnggestions the bill has been referred to a Select Oommittee 
by the Indian Legi'laiive Assembly. 



5. VThat do jo^i nndeistaod bj Ekslieity oi eniTenCT 1 
V> bat prO' 1=1100 has beea made m the Reserve Bank o{ India Act 
with .1 view to mtrodnoean element of Elasticiry in the Indian 
Currency system 7 How can emergency cnrreney 1« issued by tbe 
Reserve Bank 7 lO 

Dhcass some of the canaes which have militated against ' 
tbe development of Joint St ock Banking iti thi* country. What 
“UigfstiotH wonld you make inmate Banking more popular? 10 

7. Give a short deseriptioii oi the different kinds of 
Hn-’idi es which are generally m nie, indicating tbeir special 
leatures. Draw a specimen Hondi by way of illustration, 10 

Explain clearly how the Exchange Banks finance the 
Mreign trade of India. What criticism hw been made with regsid 
to their methods of bu'iness? 
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Only five qwsl^^»u are to be aCtemfteJ 

Explain Oiwonnung of BiR». 10 

What precaiuious sLonld a banker fake in di»- 
connting Bills of Exchange J 

2. In what difierent foimi cau a hnsineesnna get 

'•redit from a bank 7 ^10 

Explain the-e forms, poiniing out the difference 
between tbeoi. 

3. Examine tbe following cudorseaieatfl, and state 
whether they are in order, giving xeasons for your answer 10 

(o) A cheque payable to tlie Trustees of the estate of 
5Ir, Rainswamp Variiia. 

Endorsed : For self and co-traitees .‘■beo Shankar 

Ul, 

(j) A cheque psyable to Shriinati Simsbila D'vi, 
EndcT'Cii t Sbna»ti Swhifa Devi. 
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2, Describe brieflt tbe consiitatioo, fiinctioaa, aad ad- 
TaDtage« of a co-operatiro credit societj. How does it secnre 
its loanable (nnds f How is it helped in this matter by tbe 
central co-opeiatire agencies ? 


3, Explain clearly the discoantiag and rediscounting 
operations o! banks. Wht is tbe discoanting of bills so 
popular with banks } 10 

4^ Discuss the Ciuaes of « banking crisis. In what 
way and to what extent can the Iteaerre Bank be ot help la 
a banking criais lu India ? 10 

6. Discn*s the liabilities of (rt) a paying banker, and 

{^) a collecting banker, m respect of a crossed cheque, 10 

b. SlIo^s the relation between a Unk’e loans sod its 
dejioAiu, Hov. far is a deposit created against a loan sioiiUt 
{ u issne of notes > 10 

7. Explain briefly the aatore of tbe bosiiiess of the 

Exihange Banks in lodu. Point out the criCicisujs that 
liHwe been lerelled against tbeoi, and suggest the lines of 
reform, 10 

8. Define a cheqne, and bring out clearly the signifi- 

caiict?*©! the term 'negotiable msttunieat. Show the vaiions 
devices by which a holder of a cheque can bo protected in 
-^pite of the cheque being a negotiable lastrument. 10 

9. Write short notes on five of the following:— 10 


( i) Endoiaement in blank. 

(ii) Cash credit 

^iii) Scheduled Bank. 

(it) Treasury Bill, 

( v) Holder in dne cowr«. 
(ri) Postal order, 

(vii) Liquid assets 
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8. A draws a cheqao in taroar of 5 or order. B endorses 
it m blank and sends hic clerk to pay into bis account at bis 
Bank, D writes above ffs endoiaemeat 'Pay D or order’ and 
himself endorses it to C who pays D the face valne of the cheque 
endorses It, and sends It to his Bank where it is collected and 
credited to his account. D absconds with the money. Has the 
collecting bank mcorred any liability, and, if so, to whom, in the 
following circnmstanceJ ?— 

{a) The cheque is open, 

(£) It IS crossed generalty. 

(fj It is crossed ‘Hot Keuotiable’. 

9, How do you account for the recent banking failures m 
India} Point oat the uuin recommendations of tbs Central 
Banking Enquiry Committee for the regulation and control of 
Banking in India as regards organization, monigement, and 
audit. 
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Only five are to be attempted. Jli quettioni 

carry equal mark). 

1, What ptecanlicns sbonid the banker take in opening 
accounts with — 

(a) married women ; 

(i) clubs ; 

(c) joiut-atock companieeT 

2. (a) A wishes to keep a sum of Rs. 6,000 on fired 
deposit with the Indiau Bank, Ltd., (or a period of i-ix months. 
The bank acrepts the deposit. 

Give a speeimen of the Fixed Deposit Receipt winch will be 
given to A by the bank. What would be the usnal term* and 
conditions of the deposit. 

(i) How does a Floating Deposits Account difler from 
Savings Bank Account in regard to— 
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(1) TvithdrsTval } 

(ii) orerdnfta and cash credits? 

3. Bow far is the tAohet protected nader the Indiaa 
Negotiable lostrameata Act iU after taking erery posaibla 
precaution,—- 

(d) he pays a cheque beariug a forged endorsement of 
^ who 13 a customer of his ; 

he pays a cheque heaciDg a forged eudosemeat of 
who has no account with him ; 

(^) he pays a cheque in which the amount has been 
fraudaleutly increased ? 

lu what circomstaueea does a collecting banker become 
a holder lu due course 7 

Discuss the respectiTe rights of a collecting hanker and (hose 
cf a holder lU due course. 

d. Indicate and briefiy explain the rattous kinds of credit 
usually allowed by Indian bants to— 

C<() persons engaged in dietributire trade ; 

(^) importers of foreign goods. 

fi. How far has the new Indian Insurance Act strengthened 
the pwition of the banker with regard to Life Insurance Policy 
as a collateral against adrances f 

7. Ihscnss the signiScsnce of the following documents which 
are used in connection nithbaoker'a adrance against stock- 
exchange securities 

(o) Demand Pronwssoty Note. 

(^) Blank Transfer Deed. 

(e) Letter of Continuity, 

8. («) Bearer bonds, with coopons attached, are de^it^ 
hr a customer with bis banker with instructions to cut oS t e 
coupons' periodically and collect them when due and place the 
amount to the cnstomei's credit. 
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(j) Similar boada are deposited with the banker bnt 
t the easterner himself cats cS the eoapons nnd leaves them with 
the banker with instructions to collect them and place the amount 
to his credit. 

Advise whether the banker will have a general lien on the 
coupons and bonds in respect of a general balance of account 
in either of the above cases. Give reasons for yonr answer. 

Write abort explanatory notes on any four of the fcllowing: — 
(a) Delivery orders. 

(S) Cash orders. 

(c) Travellers' cheqnea. 

(r/) Letters of Indication. 

(e) Acceptance credit. 

(0 Cheque crossed ‘Not Negotiable*. 


1942 

Onf^ fire ^«t/OTu are to he attempted. All juesft'onJ 
carry equal marlei. 

1. What precautions sfaoald a banker take in opening 
accounts with — 

(a) married women ; 

(i) partnerships ; 

jomt'Stock companies ? 

2. What is meant by tnarktog a eheqae 7 In what cirenma- 
tances is it marked, and what does the drawee banker write 
•when It marks a cheque? 

3. Write notes on ; — . 

Acceptance lor honour ; Case of need ; Protesting a 
D(C; and Discounting a 6/E, 

4. Explain the procedure step bj step that a person 
v' should take in opening a current account with a bank. 
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5. Espla'm the mesning and object of croising a cbeqn^^ 
Distinguish between general and special crossing, giTing examples. 

6. Ciiticallj examine the merits and demerits of stocb 
'^exchange secniities as collateral for bank adrances to cnstomers. 

7. Discuss the caases responsible for the absence of a bill 
maitet in India, 

8. What is meant by 'Negotiable Instrnment’ f Are the- 
following negotiable instruments 1 Give reasons for yoor 
answer. 

(a) A cheqae. 

(i) A Handi. 

(e) A share warrant. 

(if) A bill of lading. 

, 9. What is meant by Clearing D* it's organiation ? Des- 

cribs its mechanism in India. 


1944 

Attempt only five qwsltons. All gwrl/ons carry 
egual marks. 

1, How do you account for the popularity of discounting of 
bills of exchange by commercial banla ? What preanuons 
ehould a banker tal^e in discounting bills? Why is their U'le 
restricted in India 1 

2. Explain the term ‘l*en' as one of the ways of securing 
their advances by bankers. Under what circnmitances can the^ 
tanker exercise this right f 

S, Describe the vanous functions and services of a modem 
joint-stock or commercial bank in India. 

4. Write short notes on 

Tjllmoaey; Treasury Bills? London Acceptance Credjtj 
Cash Credit and Hundts. 


xis 

5. Disimas the Iiabilitj of a ‘pajmg banter' trith regard to 
the payment of cbeqaei, and exphm the 'statutory proteotloa’ 
Tvhich he gets under the Indian Ifegotiable Instrameat Act. 

6. State, explain, and tllastoite 'material alterations’ on a 
oheqne. Under what circomstances la the holder of a cheque 
not liable for any material altecationa ? 

7. Discoss the ments and dements of life assurance policies 
as collaterals for a banher’a advances to his customers, 

8. What are the vanona ways lu which a bauL’e deposits 
ansa? How do loans create deposits? Explain. 

9. Discuss the liabilities of the Tenons parties to a hill 
of exchange. A draws a biU on B who accepts it. After 
acceptance A endorses it to C, C to V, D Vo E, S ^ 
and ^ endorses it bacL to £>. Has D any tight agavast E tf 
the bill w not met at maturity ? 

10. Critically examine the ranous proposals of the Reserre 
Baah of Indu for the regulatioa and control of banking in India, 
pointing out th^improremeuts npou the existing bankiag law. 


1945 

Attemipt any five qwttzans. AU ^uettteni carty equal 
markt. 

1. Compare Price Stability and Exchange Stability 10 
as aims and objectives of the ludian moaecar; policy, both 

as regards desirability and leasibUitj. 

2, Examine the nature and merits of the monetary 10 
^ policy of the Gorernment of India daring the period of 

-depression, 193W936, ' 

S. What measares hare been taken bytheU, P. 10 
Gorernment for financing medmm and smsli'Scale indos- 
<rie3 ? How far hare they been fwad to be satisfactory ? 

Suggest nnprimnnturniiRi wEflftaiigys'ViH.y. 



i. ’The exchange banka inlndiaform an QDabsorlable lO 
and nncontrollable part o! the Indian banking sjatem.’ 

Diacnsa. 

6. (a) Would yon advocate a hlixed or Federal type 10 
of Co-operatiTe Central Bank for the U.P, ? 

> (^) Should interlendmg among Central Banks be 

permitted ? 

6. Examine the case for the nationalization of the ^ 10 

Reserve Bank of India. 

'/• 'Z. In what respects does the Reserve Bank of India 10 
reaemule the Federal Reserve system of the United States? 

What are the points of difference ? What changes wonld 
yon suggest in its eonstitntion and working to increase 
the scope and value of as activities 7 

8. Examine the merits of the application of the 
principle of the separation of Banking and Issue depart- 
ments in the case ot (a) Bank of England, and (^) the 
Reserve ^ank of India. 

9. Are yon convinced that an organized money lO 
market does not exist m India t If eo, discuss the condi- 
tions tinder which it can como into existence. 



